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AUTHOR’S PREFACE 
TO THE ENGLISH EDITION 


Business Cycles and Economic Policy is an English version of my book 
Konjunkturer och Ekonomisk Politik which was published in Stock- 
holm in June 1953. The original Swedish book emerged as the result 
of a research project initiated in 1948 by Studieforbundet Naringsliv 
och Samhiille (SNS), a private institution in Stockholm for economic 
research and education. The project was to study and analyse the 
functioning of economic regulations and controls in Sweden after 
1945. For some years before and after 1945 I had been vice-chairman 
of the central Price Control Board in Sweden and had thus obtained 
some insight into the workings of the Swedish price control system as 
well as of import and building regulations. One of the first tasks in the 
research project was to try to discover the attitudes and reactions to 
controls of businessmen engaged in industrial production and distri- 
bution. In 1949 therefore a written questionnaire was circulated to 
firms and the replies were followed up by interviews; reference is 
made in the text to the findings of this survey. 

It soon became clear that the methods of physical regulation em- 
ployed in Sweden during and after the war could only be satisfactorily 
analysed if comparisons were made with more general methods of 
economic policy and, in particular, with monetary and fiscal measures. 
In order to make such comparisons, I extended the scope of my in- 
vestigations to include the discussions and experiences of the latter 
types of policy in the inter-war period. This obviously entailed a study 
of Swedish economic fluctuations and general development over the 
whole period from 1918 to the present. As director of Konjunkturin- 
stitutet (the Swedish Economic Research Institute, an official organi- 
zation for the study of business cycles and economic trends, ap- 
pointed and financed by the government but with complete indepen- 
dence in views and research) I was well placed to include such a study 
in this work. In this way the research plans of SNS and Konjunk- 
turinstitutet came to be combined and the Swedish book appeared 
under the joint sponsorship of these two bodies. 

The project thus became much more ambitious than had originally 
been intended; it was to make a systematic comparison of the ends, 
means and effectiveness of economic policies based on physical con- 
trols and of those based on general monetary and fiscal measures. 
The study had therefore to include a statistical account and theoreti- 
cal interpretation of Swedish business cycles since 1918 as well as a 
survey of the problems of economic policy, as revealed both in prac- 
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tice and in theoretical discussion, during the inter-war and post-war 
periods. Since Swedish economic developments are greatly influenced 
by international conditions it was necessary also to include an outline 
of the business cycle history of Western Europe and the U.S.A. during 
the same years. One of the most important elements in the study was 
to consider the accuracy and the limitations of the economist’s know- 
ledge of events and of causal relationships; an important part of my 
case rests on my scepticism towards the accuracy of national income 
statistics and towards the possibility of interpreting accurately the 
effects, ex ante as well as ex post, of all types of governmental econo- 
mic policy. 

Since my main intention is to compare the effectiveness of general 
and specific methods of economic control in helping to achieve-econo- 
mic stability in such matters as the level of employment and of 
prices, the prevention of cyclical disturbances, etc., numerous aspects 
of economic policy — such as those concerned with housing, agricul- 
ture, monopolies, taxation — are only touched upon in so far as they 
have bearing on the general problems of stabilization policy. The war 
period has been almost completely ignored, as it presents problems of 
a very special character. 

My survey of economic thought in Sweden during the period 
in question does not aim to be comprehensive. The issues in- 
volved in konjunkturpolitik have, since the war especially, given rise 
to great differences of opinion. It was originally intended that my 
book would provide the political discussion with a certain amount of 
non-controversial material in the form of statistical facts and state- 
ments of the economic theories involved in the problems of the day. 
The Swedish edition therefore contained a summary of accepted busi- 
ness cycle theory. But my account of the development of economic 
ideas in Sweden since the end of the First World War is deliberately 
restricted and biased in one direction: I have tended always to stress 
the contributions of economists, partly because the views put forward 
by Swedish economists are, I believe, of interest in themselves, and 
partly because during most of the period economists played an active 
and important part in Sweden both in formulating government policy 
and in producing rational explanations for the steps taken. The empha- 
sis on the work of the economists is both conscious and natural since 
one of my main purposes was to show the relation between the econo- 
mic measures proposed or carried out by the government and the 
relevant economic theory. By contrast, my account of the general 
political debate — including the speeches in the Riksdag and articles 
in the press by some of the same economists speaking as politicians — 
is uneven and far from comprehensive. I have restricted myself in the 
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main to those declarations by the Board of Governors of the Riks- 
bank, Finance Ministers, Riksdag Committees and so forth, which 
appear to me to have been significant as expressing the avowed inten- 
tions behind the measures actuaily taken. 

When one attempts to explain the evolution of economic policy 
merely with the guidance of existing statements of the aims of policy, 
one’s knowledge of the means used and one’s reading of the explicit 
or implicit theories involved, many different interpretations are pos- 
sible. It would be a large research undertaking to examine the changes 
in the declared aims of economic policy and to set these alongside the 
means adopted in order to discover the various interpretations of the 
situation which were held or seem to have been held at different 
moments, as well as to try at the same time to assess the influence of 
changes in political alignments. My purpose has been much more 
modest than to make such a comprehensive analysis. By a discrimin- 
ating choice of examples I have tried to examine these large problems 
in the narrow perspective of economic theory. I am well aware that in 
doing so I inevitably lay myself open to criticism on the grounds of my 
lack of inside information, especially of a political nature. It is there- 
fore possible that some of my interpretations may be naive or misin- 
formed. It must be expressly stated that my discussion of the policies 
carried out is not based on systematic documentary research or on 
extensive interviews with the persons responsible. Obviously this 
approach to the problems of economic policy must be expected to 
cast different lights and shades on the subject than would a more 
balanced and more thorough piece of historical research. 

In the interpretation presented in this book of the policies pursued 
and of the concurrent economic debate, I make no attempt to conceal 
my political bias, my antipathy to detailed governmental regulation 
in peace-time for the achievement of the general objective of econo- 
mic stability. The main question at issue is why the Swedish govern- 
ment continued to persist for so long —longer than many other 
governments — with methods of detailed economic regulation, and 
used to such a limited extent the general methods of restrictive mone- 
tary and fiscal policy. Sweden has experienced a more severe inflation 
since 1945 than most other countries of Western Europe, despite the 
fact that when the war ended she had no war damage to repair, her 
monetary and fiscal position was relatively sound and her industrial 
production well ahead of that of most of the belligerent nations. My 
strictures are found especially in the chapters on monetary policy 
(VI), on employment and wages policy (X) and in my comparisons in 
the last two chapters of the aims, means and effects of general and 
specific measures of economic policy. As an economist, I am well 
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aware that my destructive criticism of the policies pursued is more 
accurate and stands on firmer foundations than my constructive re- 
commendations which are highly tentative and hedged about with 
reservations. I have not hesitated to be provocative and controversial, 
especially in the last chapter where my subjective valuations are given 
more emphasis than in other parts of the book — and the effects of 
this were seen in the animated discussions in Sweden which followed 
the publication of the original version of this book. 


The main arguments which were put forward in the original Swed- 
ish text have been retained without exception in the English version. 
A number of noteworthy changes have been introduced, however, to 
make the book more suitable for non-Swedish readers. It seemed un- 
necessary to reproduce here the chapters in the Swedish book on inter- 
national business cycles and economic developments and on business 
cycle theory. Similarly an appendix has been omitted which presented 
in detail the findings of the above-mentioned survey of the effects of 
governmental regulations on the conduct of business. The theoretical 
tools used to interpret Swedish economic fluctuations and to analyse 
the problems of policy are all simple and are explained in the appro- 
priate part of the text. Attention should perhaps be drawn to the fact 
that the literature cited is predominantly Swedish, consisting of books, 
papers and official documents. The references to non-Swedish econo- 
mic literature are sporadic and intended primarily to give Swedish 
readers some background knowledge of the development outside 
Sweden of economic thought on the problems involved. Several addi- 
tions and modifications have been made to the Swedish text. In the 
two years since the appearance of Konjunkturer och Ekonomisk Politik 
in the middle of 1953, important changes have occurred in Swedish 
economic policy and I have attempted to take account of these in the 
English version. I have also made certain amendments, mainly in 
Chapters IX and X, in the light of criticisms which were made of the 
Swedish book, especially in the articles in Ekonomisk Tidskrift to 
which reference is made in the text. 

It should be possible for my account to be understood by non- 
Swedish readers without any special knowledge of Swedish political 
and economic institutions. The problems discussed are mostly of a 
very general character and the conclusions could be applied, mutatis 
mutandis, to most countries of the world. Explanatory footnotes have 
been inserted in several places, however, to provide the minimum of 
information required for an understanding of particular Swedish 
circumstances. It should be observed that the arrangement of the 
book has made a certain amount of repetition inevitable. The same 
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problems are sometimes discussed from different angles: in the first 
three chapters the facts of Swedish economic development are pre- 
sented and the fluctuations analysed without much attention being 
paid to policy; in the rest of the book policy becomes the central 
topic, the discussion being conducted in the light of the narrative 
account given in the first three chapters. I have tried to reduce 
the irritation that this method of presentation might cause the reader 
by inserting frequent cross-references throughout. 

Finally, I should state that I am well aware of the many difficulties 
of conveying thoughts and ideas from one language to another. One 
problem of translation should be specifically mentioned, the word 
Konjunkturer appearing in the book’s title and frequently in the text. 
While the word in its narrower sense simply means ‘business cycles’, 
it may also carry wider implications referring to the conjuncture of 
all the more or less short-term economic changes and fluctuations 
occurring concurrently over the entire economy. The difficulty of 
translating this term has been particularly apparent in the treatment 
of the post-war period, in view of the absence of ‘business cycles’ in 
the normal sense of the term. While the expression “business cycles’ 
has occasionally been retained even with reference to post-war ex- 
perience, other translations have frequently been used. The recurrent 
term konjunkturpolitik has been translated by “business cycle policy’ 
or by such an expression as ‘stabilization policy’. 

I would like at this point to express my deep gratitude to all who 
have helped to make it possible for this English version of my book 
to appear, but especially to the translator, Mr. J. Potter. The Swedish 
text, embodying my own personal modes of expression, innumerable 
qualifications and reservations and many widely varying shades of 
meaning, set many difficult if not insoluble problems. I wish to record 
my thanks to Mr. Potter for his painstaking efforts, not least in deal- 
ing with my frequent afterthoughts and revisions, and for his readi- 
ness to offer suggestions and advice from the point of view of the 
non-Swedish reader. 

In the Swedish edition I expressed my thanks to the various in- 
stitutions, colleagues and friends, civil servants and businessmen who 
had in various ways helped me in the preparation of this study. I do 
not need to repeat these acknowledgments in detail here. The only 
name I would like to mention again is that of Mrs. Ursula Wallberg 
whose contribution has been very great to both the Swedish and the 
English editions. For her work in re-drawing the graphs, checking the 
tables and footnotes and for her constant vigilance for errors of all 
sorts, I wish to record my grateful thanks. 


Stockholm, August 1955 
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TRANSLATOR’S PREFACE 


Diplomatic history and sentiment combine to give the British a liking 
for small nations. Habits and institutions which would call for serious 
criticism if found in France, Germany or the U.S.A. are accepted in a 
spirit of tolerance or even admiration when found in countries like 
‘gallant little Belgium’ or in ‘valiant Greece’. To no part of the world 
does this apply with greater truth than Scandinavia. The association 
of the words Sweden (in particular), democracy, socialism and a high 
standard of living (vaguely thought of in terms of hydro-electricity, 
telephones, ball-bearings, contemporary design and strong drink) is 
axiomatic, and from the unquestioning association of ideas follows 
an unquestioning association ox unquestioned and unquestionable 
facts. For large numbers of otherwise thoughtful people, Scandinavia 
is the final court of appeal whether the discussion concerns female 
emancipation, alcoholism, labour relations, hygiene, a multi-party 
political system — or economic planning; once the statement has been 
made, ‘It has been tried in Sweden and it works’ there is no further 
comment to be made. The questions which would at once be heard in 
any other context are usually not asked: has ‘it’ been tried, has ‘it’ 
worked and are the general conditions in any way comparable? 

There are in general acceptance in Great Britain (and in America 
as well) as many misunderstandings about Sweden as were ever 
created by Mr. Pagett, M.p., about any country in the world. This is 
in itself less important than the fact that from these misinformed 
particulars people proceed to misguided generalizations. Swedes are 
themselves much more self-critical and would be among the first to 
dispute some of the statements of their propagandists in this country. 
What will probably be the hardest myth of any to correct concerns 
Swedish politicaland economic institutions. If these misapprehensions 
can be corrected by a Swede, so much the better. 

I have welcomed this opportunity to make Professor Lundberg’s 
Konjunkturer och Ekonomisk Politik available to English readers 
above all because the author presents a critical account and analysis 
of the facts of Swedish economic experience in the recent past. Pro- 
fessor Lundberg shows the dichotomy in the 1930s between what 
Swedish political economists, as economists, said in their theoretical 
writings and what, as politicians, they did in practice. Sweden was 
more prosperous in the 1930s than most other countries because the 
international constellation of circumstances was favourable and 
because the economic policies pursued were conservative — not, as is 
commonly supposed, because those policies coincided with the “pro- 
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gressive’ ideas of the theoretical writings. And if the policies pursued 
were more conservative than the writings, the writings themselves were 
more conservative and cautious, less prone to generalization and to 
doctrines of easy salvation, than some of the writings in Anglo- 
American economic literature. It is only during and since the war 
that Sweden has turned increasingly to a policy of detailed economic 
regulation. Professor Lundberg’s insistent probing into the indirect 
effects of controls leads him to conclude that the very severe Swedish 
inflation of the post-war years is, in part at least, a direct consequence 
of this policy. 


While this is not a verbal translation of the Swedish text, every 
attempt has been made to convey the author’s precise meaning and 
exact degree of emphasis. Nevertheless, numerous circumlocutions 
have been necessary in order to render the intricacies of grammar and 
peculiarities of style of the Swedish language into readable English. 
Untranslatable proper names (referring usually to Swedish institu- 
tions), book titles, etc., have in general been retained in the original. 
All italics, parentheses and quotation marks are those of the author. 


J. POTTER 
London, August 1955 
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CHAPTER I 


THE SWEDISH ECONOMY 
BETWEEN THE TWO WORLD WARS 


INTRODUCTION 


In discussions of Swedish economic problems since 1945, compari- 
sons are frequently made with the experiences of the 1920s or the 
1930s, or of the inter-war period as a whole. The conditions and 
trends of those years are quite commonly regarded as more or less 
normal. Such data of the post-war economy as the level of produc- 
tion, the volume of foreign trade and their respective rates of growth, 
the relationship between different prices, the ratio of profits to turn- 
over, are compared with the corresponding data for the inter-war 
period and differences are sometimes regarded as abnormalities which 
cannot be expected to persist in the long run. In these comparisons. 
moreover, the designation normal not infrequently implies desirable 
when applied, for example, to the lower taxes or the absence of 
governmental interference between the wars. On the other hand, cer- 
tain aspects of the 1920s and 1930s are presented as examples of ab- 
normal and undesirable conditions, particularly the instability of 
business, the high rate of unemployment and the unequal distribution 
of income. 

Since this type of comparison recurs so constantly it is necessary to 
begin with a systematic survey of the economic history of the inter- 
war period in order to provide a background for the subsequent 
discussion of post-war economic fluctuations and policies. We must 
first try to ascertain to what extent the main lines of development of 
the inter-war period have evidently continued, or can be detected, in 
post-war Sweden, and in what respects new trends have asserted 
themselves. It should be possible to improve our understanding of 
post-war problems by examining their similarities and dissimilarities 
with those of an earlier period for which we are able to some extent at 
least to draw up a balance sheet of debit and credit. 

The following aspects of economic developments between the wars 
are those which need particularly close examination: 


1. The main long-term trends of production, foreign trade, incomes, 
prices, etc. in the 1920s and 1930s must first be analysed. An 
attempt is made to do so in this chapter in order to help us at 
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a later stage to formulate pertinent questions concerning the cor- 
responding, though necessarily preliminary, information for the 
post-war years. It is instructive to investigate whether the 
inter-war trends appear to have continued, with or without 
modification, or whether they have ceased entirely. It then 
becomes possible to examine to what extent and in what respects 
the general conditions affecting economic progress have changed. 

2. The fact that the Swedish economy appeared highly sensitive to 
business fluctuations in the inter-war period gave rise to certain 
apprehensions about what would occur after the end of the war. 
Economic developments since 1945 have, however, proved to be 
very different from what had been expected in the light of 
inter-war experience. A summary of Sweden’s experiences of 
cyclical fluctuations between the wars will provide an appropriate 
starting point for a discussion of her business cycle problems 
since the end of the war, at least some of which have been entirely 
new. 

3. In examining Sweden’s recent economic history primarily from 
these two points of view, the analysis must pay very careful atten- 
tion to two factors of fundamental importance in determining or 
conditioning the course of events: the main trends of international 
trade on the one hand and internal economic policy on the other. 
It has often been said that Sweden has neither business cycles nor 
price fluctuations of her own—that both are imported. Similarly 
it is obvious that the long-term trends of Swedish production and 
foreign trade depend upon general international trade conditions 
as well as upon the trends of production and prices in other 
countries and upon the terms of trade. It is therefore very 
necessary to consider Swedish cyclical and secular trends in 
their international context. 

4, A major purpose of this work is to compare the internal economic 
policies of Swedish governments before and after the Second 
World War and to examine how any differences which may be 
found have influenced the country’s economic development both 
in the short- and the long-run. References to domestic policies 
will, however, only be made in passing in the opening chapters of 
the book; these will be considered more fully in the second part. 


INCOME AND PRODUCTION TRENDS 


The rate of increase of production. Production increased in Sweden in 
the inter-war period at an exceptionally rapid rate by comparison 
with that in most other countries during the same years. Some coun- 
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tries show a comparable increase either in the 1920s or in the 1930s, 
but a sharp rise in both decades was most exceptional. It will be seen 
from Fig. 1 that, of the countries included, only Japan and Finland 


Fic. 1. THE VOLUME OF INDUSTRIAL PRODUCTION IN VARIOUS COUNTRIES, 1924-53 
Base: Starting year = 100 Logarithmic scale 


The figures in brackets indicate the annual average percentage rate of change 
during the inter-war years. 
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show a greater expansion of industrial production over the inter-war 
period as a whole. The rapidity of the increase in Swedish production 
contrasts sharply with the trend of production in those countries 
which played the most significant role in international trade, i.e. the 
U.K., the U.S.A., Germany and France. The total volume of Swedish 
industrial production increased at a rate of between 60 and 65 per 
cent in each of the two decades, or at an average of at least 5 per 
cent per year throughout the entire period. 

Figure 1 also shows that, after the war, Swedish production 
maintained a rapid rate of expansion until the end of 1951; since then 
progress has been slower than in some other countries. Nevertheless, 
to the end of 1953 the total increase over pre-war production has 
been at least as great in Sweden as in the other countries in the chart, 
with the exception of the U.S.A. and Canada where production was 
at a low level in the late 1930s. Thus, over the whole 30-year period 
(1924-53), the Swedish production curve shows a substantially larger 
rate of increase than that of all other countries in the chart except 
Finland. It must be noted that the chart is compiled from data of 
industrial production only. Unqualified conclusions cannot there- 
fore be drawn from it about economic development in general. Total 
real national income is probably the most comprehensive measure of 
economic development, but, because of the great differences which 
exist in conceptions of national income as well as in the different 
statistical material and methods of calculation, comparisons be- 
tween national income in different countries are among the more 
daring of statistical ventures. The comparison is here limited to 
industrial production. 

Total Swedish production increased at a relatively rapid rate both 
in the 1920s and 1930s. One sometimes meets with the view that the 
real national income rose and the standard of living improved during 
the inter-war period at very much the same rate as in the ‘good old 
days’ of the decades before the outbreak of the First World War. 
Such statistical series as are available suggest, however, that this was 
true only of the rise in the standard of living of individuals. Both total 
national income and productivity appear to have increased rather 
more slowly during the inter-war period than before 1914. 

It will be seen from Fig. 2 that the First World War brought with it 
a prolonged interruption to Sweden’s economic progress. The graph 
shows that the level reached in 1915-16 by the trend line representing 
Sweden’s real national income per head of the productive popula- 
tion’ was not again reached by the new trend line for the inter-war 
period until 1923-24. It might be deduced from this that there was a 

i.e. between the ages of 15-65 years. 
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delay in development of nearly eight years. Pronouncements of this 
kind can only be made with extreme caution, however, since attempts 
to compare the total volume of production in periods separated by a 
world war, with all its upheavals in prices and consumption, can be 
little more than dubious conjectures. Nevertheless it is quite obvious 


Fic. 2. PRODUCTIVITY TRENDS IN SWEDEN, 1896-1950 
Base: 1913 = 100 Logarithmic scale 
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that there was a prolonged setback to economic progress which was 
not restricted to the war years themselves. This is confirmed by the 
somewhat more reliable index of the volume of industrial production 
which shows that the volume of production in 1915-16 was not again 
attained until about 1924-25. Developments during and immediately 
after the Second World War were very different. The early effects of 
the outbreak of war were certainly much less favourable than in the 
First World War, mainly because a tight blockade of trade relations 
with the West was imposed during the very first year of war (Spring, 
1940) whereas in the First World War this had not occurred until 
1917, the third year of war. But recovery began as early as 1941 
or 1942 and the advance continued almost without a break until 
1951. By 1944, the 1939 level of industrial production had already 
been surpassed and there was no halt to the expansion until the trade 
recession of 1952. The trend line shown in Fig. 2 has to be broken off 
and started afresh in 1920, but in the 1940s it is possible to continue 
the pre-war trend line into the post-war years without any break. 


The significance of changes in the age structure of the population. De- 
mographic factors in the inter-war period were conducive to increases 
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in real incomes and with them to improvements in standards of liv- 
ing. The rapid fall in the birth rate until the mid-1930s resulted in a 
decrease in the number of children relative to total population while 
at the same time the proportion of old people was also declining since 
the numbers each year passing the 65 years mark were relatively 
small. In consequence the population in the productive ages (15-65 
years) grew 2.5 times as fast as total population during the inter-war 
years, whereas in the decades before 1914 the rate of increase of all 
sections of the population had been approximately the same, as is 
seen in Table I. 


TABLE I 
RATE OF INCREASE OF THE SWEDISH POPULATION 


Percentage annual increase 
1896-1913 1920-39 1939-45 1945-50* 





Population in productive age- 
group (15-65) 0.9 1.0 0.5 0.5 
Total population 0.8 0.4 0.9 1.1 





* An abnormally high net immigration during and after World War II accounted 
for about 2 of the increase of total population and about ? of the increase of 
productive population between 1945 and 1950. 


It is important to observe these demographic factors since they 
were so favourable for improvements in the standard of living during 
the inter-war period. The conditions were unique and all comparisons 
with the past or with the future must bear them in mind. The situa- 
tion has been quite different in the 1940s and 1950s. The numbers in 
the productive age group have remained more or less stationary while 
total population has continued to grow, although at a slower rate 
than between the wars. 

The following examples: clearly illustrate the importance of a 
favourable age distribution as a condition of economic development. 
Swedish productivity (i.e. real total national income per person of 
working age) increased between 1896 and 1913 at an annual average 
rate of approximately 2.4 per cent, permitting the general standard of 
living (measured as real national income per capita) to increase at 
about the same annual rate. In the inter-war period the same rate of 
increase of productivity would have allowed the standard of living to 
rise by about 3.0 per cent per annum as a direct consequence of the 


1 With certain modifications, the following argument is taken from Lennart 
Fastbom, ‘Nagra trendstudier kring Sveriges ekonomiska utveckling’ (Medde- 
landen fran konjunkturinstitutet, Serie B: 10, p. 19). 
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changed age distribution.’ Since 1945 the ratio of productive popula- 
tion to total population has become unfavourable and during the 
coming decades total population may be expected to grow even more 
quickly than productive population. Hence if productivity continues 
to increase atan annual rate of 2.4 per cent during the decade 1950-60, 
with conditions otherwise unchanged, the annual rise in the standard 
of living will be 2.2 per cent. The margin for raising living standards 
would thus be about 30 per cent smaller during the present period 
than it was between the wars. 


COMPARISON OF SWEDISH ECONOMIC DEVELOPMENT IN 
THE 1920s AND 1930s 


It is always dangerous to regard different periods demarcated by fixed 
dates as in some way homogencous and possessing their own special 
characteristics. It is true that the world wars provide natural land- 
marks for classification into periods. But it is a mistake to regard the 
inter-war period as uniform and characterized throughout by the 
same features. Production and incomes did not increase at an even 
rate during these two decades. Changes in business conditions greatly 
affected development and even caused interruptions in the process of 
expansion. Closer investigation shows that there were fundamental 
differences between the two decades, both in the general conditions 
for economic development and in the actual course of events; the 
economic crisis of 1929-30 seems to be a dividing line. 


Credit and debit of the 1920s and 1930s. A comparison between the 
general economic trends of the 1920s and 1930s in Sweden forms an 
essential stage in the study of business fluctuations over the period as 
a whole. The comparison is relevant, moreover, to the recurrent pro- 
nouncements as to what was to the credit and what to the discredit of 
these two decades. The 1920s are often condemned in these judgments 
as wholly deplorable, with ‘reactionary’ monetary, fiscal and unem- 
ployment policies, with stagnation in social policy and with strongly 
deflationary tendencies obstructing new undertakings and introduc- 
ing serious structural problems into many areas of economic life, in- 
cluding agriculture and the iron industry. From this viewpoint the 
1930s appear considerably more satisfactory, despite the depression 


1The actual increases for the inter-war period were: productivity 2.0 per cent 

per annum, standard of living 2.6 per cent. It should be noted that the concept of 

standard of living used above takes no account of changes in income distribution 

or of changes in the ratio of consumption to investment. The only purpose is to 

show the importance of the shifts in the age distribution of the population on 
the possible growth of income per capita. 
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in the first years of the decade. Economic policies came to be pur- 
sued along more ‘progressive’ lines — at least after 1933 — with ex- 
pansionary monetary and fiscal policies, with purposeful and active 
social policies. At the same time expansive tendencies were reflected 
far more uniformly than in the 1920s in the different sectors of 
the economy, with fewer stagnant sectors and fewer areas of 
unemployment. 

But the comparison can also be made from an entirely different 
point of view. To the credit of the 1920s may be counted the stiff 
competition which quickly eliminated the weaker enterprises reared 
in the hothouse conditions of the previous inflation, the significant 
recovery of the value of money, the return to the gold standard in the 
international economy and, above all, the rapid expansion of foreign 
trade. To the discredit of the 1930s may be counted a definite depre- 
ciation in the value of money in the second half of the decade, the 
departure from the gold standard, the beginnings of the regulation of 
foreign trade, the tendency of exports to stagnate and the movement 
in the direction of great self-sufficiency in a number of different sectors. 

Such ways of colouring the pictures of the two ‘rival’ decades are 
open to every student of the social sciences and to every politician. 
Before a final verdict is passed on the 1920s and 1930s, it is vital for 
the sake of logical argument to make it clear what factors are re- 
garded as particularly important, e.g. the wider scope of social policy 
in the 1930s or the greater freedom of unrestricted competition in the 
1920s. The task here is not to reach a final evaluation but to attempt 
to throw light on the differences in the general circumstances of the 
two decades. 

It is hardly possible to observe any significant difference between 
the 1920s and 1930s in the rate of general economic advance. The 
trend lines in the graphs of industrial production (Fig. 1) and of real 
national income per productive worker (Fig. 2) seem to show a con- 
stant rate of increase. Nevertheless it is obvious that conclusions 
about trends over periods as short as ten years must be highly un- 
certain. 


Foreign trade. Once the difficulties of readjustment during the violent 
and painful deflation of 1920-22: had been overcome, the Swedish 
economy came to fit into the international division of labour in a 
relatively harmonious way. The fact that the krona was tied to the 


* Unemployment became very widespread during the winter of 1921-22. The 
average between October and March, according to trade union unemployment 
figures, was 31 per cent; in January 1922, more than 160,000 unemployed persons 
were seeking relief. 
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old parities with the pound, dollar and mark appeared to give rise to 
favourable conditions for foreign trade, following the severe forcing 
down of prices and costs after 1920. It will be seen from Table II that 
there was a great increase in the volume of Sweden’s foreign trade be- 
tween 1923 and 1929. This increase of foreign trade was significantly 
greater than that of real national income and broadly the same as 
that of industrial production during the same years. 


TABLE II 
SWEDISH FOREIGN TRADE, NATIONAL INCOME AND INDUSTRIAL PRODUCTION 
IN THE 1920s 
Base: 1923 = 100 


a 





Volume of Volume of Real Volume of 

exports imports national industrial 

income production 
1923 100 100 100 100 
1924 119 109 103 114 
1929 185 144 126 160 
1930 170 148 129 164 


nnn LESSEE SEES 


The export and import indexes have been drawn up according to the so-called 
chain index method on the basis of export and import figures calculated on the 
previous year’s prices in the trade statistics of the Swedish Board of Trade and 
Shipping for each respective year. The national income index has been derived 
from the index for nominal national income and the Social Board’s Cost of 
Living Index. The index of industrial production is taken from the calculations of 
the Board of Trade and Shipping. 


Sweden was able to take full advantage of the expansion of inter- 
national trade during the 1920s. In fact, Swedish foreign trade ex- 
panded more rapidly than total international trade (see Fig. 3). At 
the same time the prices of Swedish exports had risen more than the 
prices of her imports by comparison with pre-1914; the somewhat un- 
reliable price indexes which exist for exports and imports suggest an 
improvement in the terms of trade of about 10 per cent. The favour- 
able terms of trade which prevailed during most of the inter-war 
period were brought about by the over-production of raw materials 
and agricultural produce, and the accompanying fall in their prices. 
One very important exception, however, was paper-pulp, an impor- 
tant Swedish export. The demand for this commodity increased enor- 
mously and this fact helps to explain the advantageous growth of 
Swedish foreign trade. 

The existence of favourable terms of trade in itself made for greater 
prosperity since Sweden could obtain a larger volume of imports in 
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the 1920s for the same volume of exports as before 1914. The two 
factors together — favourable terms of trade and the great increase in 
the 1920s in the volume of exports — gave rise to a surplus in the 
current balance of payments which made possible a considerable 
export of capital towards the end of the 1920s. 

Table III indicates the main trends during the 1930s and may be 
compared with the figures for the 1920s given in Table II. 

It was characteristic of economic development in the 1930s in 
Sweden, as indeed in the rest of the world, that the expansion of 
production and real income was accompanied by a much slower in- 
crease in foreign trade than in the 1920s. Fig. 3 shows, however, that 
even in the 1930s the volume of Sweden’s foreign trade expanded 
more than the total volume of world trade. After the setback of the 
1930-33 depression Sweden’s exports were soon able to regain their 
share in total world imports and, in fact, on the average somewhat to 
increase it. 


Fic. 3. THE VOLUME OF WORLD TRADE, SWEDISH FOREIGN TRADE AND WORLD 
INDUSTRIAL PRODUCTION, 1925-38 


Index: 1939 = 100 
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The indexes of world trade and world industrial production are taken from the 

publications of the League of Nations: Review of World Trade and Statistical 

Yearbook of the League of Nations. The volume of Swedish trade is calculated by 
Konjunkturinstitutet. 


10 


BETWEEN THE TWO WORLD WARS 


Taare ILI 
SWEDISH FOREIGN TRADE, NATIONAL INCOME AND INDUSTRIAL PRODUCTION 
IN THE 1930s 
Base: 1929 = 100 











Volume of Volume of Real Volume of 

exports imports national industrial 

income production 
1929 100 100 100 100 
1930 91 103 102 102 
1937 119 130 128 151 
1938 105 135 131 153 
1939 116 158* 143 166 


a 


The export and import indexes have been drawn up by weighting the types of 
goods specified in the trade statistics according to chain value per unit in 1936. 
For a detailed description of the method see Meddelanden fran konjunkturin- 
stitutet, Serie A:1, p. 43; B:1, p. 76; A:2, p. 86 and B:10, p. 128). Machinery and 
instruments are not included in the original quantitative index figures, but the 
calculations presented here have been corrected for this (on the assumption that 
price trends for machinery and instruments were the same as for other exports and 
imports) and may be taken to be inclusive. The import figures from the same 
source only go back to 1930. The percentage change in the volume of imports 
between 1929 and 1930 has therefore been calculated from data in the trade 
statistics given on the prices of the previous year. 

* The high import figure for 1939 is mainly explained by stockpiling by the 
government as well as by private business. 


One aspect of the comparison may be summarized as follows: 
in the 1920s — as before 1914 — economic progress was based on an 
increasing international division of labour. On the other hand, it was 
to some extent despite the relative stagnation of foreign trade that 
national income and production had by the late 1930s attained a level 
which was essentially higher than that of the late 1920s. As in many 
other countries this state of affairs involved structural changes in 
Swedish production and the economy came to be directed less 
towards foreign and more towards home markets. “In 1937-38 pro- 
duction for the home market was almost two-thirds greater than in 
1929 while production for export markets had only increased by 
about 10 per cent. This development meant that the share of the net 
value of industrial production which went to exports fell from over 
one-third to the neighbourhood of one-quarter.” 


1 Quoted from ‘Strukturella inslag i de senare 4rens ekonomiska utveckling’, 
compiled by Ingvar Svennilson (Meddelanden fran konjunkturinstitutet, Serie 
B:1, p. 16). This comparison probably underestimates the importance of the 
increase in exports. See Arthur Montgomery, Svensk ekonomisk. historia 1913- 
1939 (Stockholm, 1946, p. 340). Exports were particularly high in 1929, partly in 
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In consequence there was a reduction in the share of imports in 
total sales on the home market with the result that, by the end of the 
1930s, the country was self-sufficient to a significantly greater extent 
than at the end of the 1920s. The tendency towards increased self- 
sufficiency was manifested partly in agriculture and partly in the in- 
creased processing of imported raw materials by Swedish industry. 
While the total value of imports was 17 per cent higher in 1938 
than in 1929, the value of imports of finished consumer goods had 
fallen by 10 or 15 per cent. There had been no similar tendency in the 
1920s when imports of consumer goods rose if anything more sharply 
than total imports and at the same time imported goods figured with 
increasing prominence in total consumption.1 


The depreciation of the krona and the tendencies towards self-suffi- 
ciency. Sweden left the gold standard on September 27th, 1931, but, 
unlike the depreciation of September 1949, no attempt was made at 
that time to fix the value of the krona rigidly in relation to other 
currencies. The krona was to experience considerable fluctuations 
during the next few years both in relation to the pound and the 
dollar. Even after the krona was fixed at the new pound parity (of 
19.40 kr. to the pound sterling) in the spring of 1933 — the rate at 
which it stood until 1939 — the extent of the depreciation of the 
krona was modified by the subsequent depreciation of other impor- 
tant currencies (the dollar in 1933 and the so-called ‘gold bloc’ 
currencies between 1935 and 1937). 

The extent of the depreciation of the Swedish krona in relation to 
gold and other currencies is illustrated in Fig. 4. An exchange rate 
index has been computed in order to reveal the average trend of 
krona rates in relation to other currencies, starting from the position 
in 1929-30. The exchange rates have been weighted according to the 
distribution first of imports and then of exports in the base year 
1929° among the countries included in the calculations, which were 
the ten leading import and export countries accounting for about 
80 per cent of Swedish foreign trade. 


* According to the analysis quoted, total consumption (in constant prices) rose 
by 18 per cent between 1923 and 1929, while the volume of imported consumer 
goods rose by 26 per cent. Svennilson, op. cit., p. 30. 

* A similar calculation based on the distribution in 1937 gave much the same 
result. The differences in the two sets of results were insignificant. 








consequence of reduced exports in 1928, a year of labour troubles in Sweden. The 
figures quoted should, however, summarize the transformation with reasonable 
accuracy. 
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Fic. 4. INDEX OF DOLLAR AND STERLING EXCHANGE RATES, GOLD PRICES AND 
AVERAGE EXCHANGE RATE INDEX (= alternative export and import index), 1929-38 


Base: 1929 = 100 
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The graph shows that the depreciation of the krona in relation to 
gold and gold bloc currencies was very severe. The gold price and 
corresponding exchange rates had risen by about 80 per cent in 1935 
involving a relative depreciation of the krona of about 45 per cent. 
But since various other currencies had also been depreciated, the 
average depreciation of the krona as calculated here was considerably 
less, roughly 25 per cent in relation to the more important currencies. 
The measure of the krona’s average depreciation is greater in relation 
to the currencies of import countries than of export countries. This 
seems to imply that depreciation served more as a protection against 
foreign competition than as a stimulus to exports.* 


1 Too great importance should not be attached to these conclusions drawn from 
the average rise of exchange rates, especially in order to form a judgment over a 
fairly long period. International competition was in fact affected during the 1930s 
by a number of other considerations in addition to the fact that, as mentioned 
earlier, the restriction and regulation of trade and currencies began to assume 
increasing importance in the course of the decade. The complicated manipulation 
of the Reichsmark, carried out by the German government in order to stimulate 
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There can be no doubt that the depreciation of the krona provided 
very considerable protection against competitive imports in a great 
part of home industry in the first years after 1931. The Swedish textile 
and metalware industries gained almost complete relief from the pres- 
sure of the former severe competition from Germany and the ‘gold 
bloc’ countries. One very important element in this was the fact that 
the raw materials required by these industries were imported from 
countries whose currencies were linked with the pound, while com- 
petitive imports of finished manufactures came principally from the 
‘gold bloc’ countries.1 The gradual fall in the exchange rate index 
after 1935 resulted from the “depreciation mania’ which spread from 
country to country in the course of the 1930s until it finally affected 
the ‘gold bloc’ countries, Belgium, France and Switzerland, in spite 
of staunch opposition. Thus, the extent of the depreciation of the 
krona as it is assessed here provided a diminishing degree of currency 
protection as time went on. Prices and wages continued to be de- 
pressed in the “gold bloc’ countries while, in those countries with 
depreciated currencies, prices were stabilized or else tended to rise 
somewhat. The consequence was that depreciation came to give less 
and less protection. 

In one particular sphere, agriculture, protection of a more lasting 
character was provided against foreign competition in the home mar- 
ket by direct governmental intervention. Throughout the 1920s, 
above all in the later years of that decade, world prices for agricul- 
tural produce, especially cereals and sugar, were depressed. The 
prices obtainable for Swedish agricultural produce were affected by 
the state of the world market both through imports and exports, and 
they followed the general downward trend: between 1925 and 1929 
Swedish wheat and sugar prices fell by about 35 per cent. A number 
of far-reaching measures were introduced to insulate the pricing of 
Swedish agricultural produce from the impact of prices in world 
markets, beginning in 1929 with the control of sugar-beet cultivation, 
followed by the regulation of the grain market in 1930 and of 
milk in 1932. Agricultural policy came to be strongly autarchic in 
character; the home market was protected from foreign competition 
by such measures as those compelling a quota of home grain to be 


* See Meddelanden fran konjunkturinstitutet, Serie B:1, pp. 44-52. 





exports and curtail imports, took on such proportions that the nominal rate for 
the mark was to all intents and purposes fictitious. Nevertheless the exchange rate 
index shown in the graph may be taken to give some idea of the magnitude of 
currency protection in 1932 and 1933, the first years after depreciation, before 
these other circumstances began to be of great importance. 
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mixed with foreign in the process of milling, by import fees, export 
subsidies and so forth. The result was that Swedish agricultural out- 
put increased so much that, towards the end of the 1930s, the 
problem of over-production was beginning to cause anxiety, a cir- 
cumstance which, during the blockade of the war years, proved to 
have been a blessing in disguise. 

In yet a third respect the 1930s showed a tendency towards in-. 
creased self-sufficiency, but this was a more normal process and one 
usually associated with economic progress. The composition of the 
national income underwent changes which quite automatically de- 
creased the possibility of satisfying needs by means of imports. Public 
and private services — neither of which can as a rule be imported — 
both increased in importance. There was also a great expansion 
of the building industry for the provision of private dwellings, a 
development which brought with it a rapid increase in the satisfaction 
of needs in a sphere from which foreign competition is excluded. 


Money and capital market conditions. The Swedish economy in the 
1920s was working under conditions of severe international com- 
petition. The effects were felt not only in export markets (for timber, 
iron and steel, engineering products and agricultural produce) but 
also in domestic markets. In the latter, complaints were heard period- 
ically about dumping, particularly of German exports. Prices in 
general declined over the whole decade, violently from 1920 to 1922 
(by about 50 per cent in the wholesale price index) and slowly but 
steadily (by over 10 per cent) from 1925 to 1929. Indeed at first inten- 
tionally deflationary policies were pursued with a view to restoring 
the krona to its old value in relation to gold. After the more general 
return to the gold standard in the middle of the decade, there was 
increased international pressure on prices. The result for most 
branches of the Swedish economy was that average profits were low 
even during the so-called boom period towards the end of the 1920s.* 
These profits were, moreover, very unevenly distributed: certain sec- 
tors of the economy — especially agriculture and the iron and saw- 
milling industries — laboured throughout the decade under the 
shadow of great financial worries and difficult problems of structural 
readjustment. The unevenness of business conditions in the boom of 
the late 1920s is in sharp contrast with the more pervasive spread of 
prosperity in the second half of the 1930s. In this latter period all the 
more important branches of the economy were expanding and enjoy- 
ing relatively high profits. The severe competition of the 1920s did 

1 Brik Dahmén, Svensk industriel foretagarverksamhet (Stockholm, 1950), esp. 
Chapter xvI. 
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not recur. The reasons for this included not only the exchange and 
agricultural policies of the government, but also the rapid spread of 
cartellization in Swedish industry. The difficulties which arose in the 
depression of the early 1930s were very largely responsible for the in- 
troduction, or the extension and consolidation, of cartel agreements 
and other similar methods of collaboration. As a result of these 
measures, as well as of the general economic policy discussed above, 
business enterprises became increasingly secure, as the bankruptcy 
figures show. The bankruptcy rate at the end of the 1930s was half 
that of the 1920s; there was a similar fall in the number and total 
value of protested bills of exchange. 

These developments were closely related to a radical change in the 
climate of the money and credit markets during the depression of the 
1930s. In the 1920s money was in short supply and interest rates were 
high. Thus investment opportunities were much more restricted — at 
least where new capital was needed — than in the conditions of high 
liquidity and cheap money which came about in the 1930s. The in- 
flationary conditions of 1914-18 and even more particularly of 1919- 
20 had involved many people in rash speculations, the consequences 
of which were seen not only in the deflation crisis of 1920-22 but 
throughout most of the decade, in liquidations or reconstructions 
which bore heavily and distressingly on banks and business firms. 
The tight money situation was also to be seen in the large rediscount 
loans taken by the commercial banks from the Riksbank throughout 
the 1920s, while advances by commercial banks declined contin- 
uously until 1928. An important influence on the money and capital 
market conditions was the effect which the return to the gold standard 
had in facilitating international transfers of capital. Stable foreign 
exchange conditions meant that the fund of savings available each 
year in Sweden found outlets in loans and investments abroad which 
offered keen competition to investment in industry or housing at 
home. One consequence was that internal interest rates were forced 
up by the high level in other countries where there was a great short- 
age of capital following the war. Thus at a time when the country 
needed capital, not least for house-building, investment was curbed 
by relatively high interest rates amounting to 44 to 5 per cent for 
government long-term securities, 4 to 44 per cent on savings bank 
deposits and 5 to 5} per cent on first mortgage loans. 

Credit conditions changed radically after 1930. Private capital 
exports sank to insignificance after the abandonment of the gold 
standard. Movements of long-term capital were discouraged by the 
uncertainty of foreign exchange conditions as well as by restrictions of 
a completely newcharacter such as the German clearing arrangements 


16 


BETWEEN THE TWO WORLD WARS 


and the development of policies of autarchy combined with bilateral- 
ism. Although Sweden regularly had a surplus in her current balance 
of payments after 1933 it was in the main taken over by the Riksbank. 
This continuous flow of additional liquid funds was then transferred 
to the money market, a process which had no counterpart in the 
1920s. Interest rates fell from their high level of the early 1930s and 
by 1938-39 the long-term rate on government securities was consider- 
ably below 3 per cent. Moreover, since by comparison with the 1920s 
business was uniformly prosperous and the average profit level was 
high, these additions to liquidity were effectively distributed. Thus in- 
dustries were increasingly able to become self-financing while at the 
same time the low interest rates gave a stimulus to long-term invest- 
ments, notably in factories and house-building. 


The old versus the new. In comparing the two decades in this way, 
however, one should remember that they formed part of a continuous 
process of historical development. The 1930s followed the 1920s and 
not vice versa, and one decade can hardly be considered in isolation 
from the other. Erik Dahmén suggested in the work cited in the foot- 
note on page 15 that interesting questions may be asked if the 1920s 
are regarded as a preparatory period for the 1930s. He character- 
izes the 1920s as a period in which the old was struggling against 
the new both in matters of productive techniques and of goods pro- 
duced. Various new methods of production as well as new goods — 
partly as a result of the stimulus which the war had given to technical 
research — were just breaking through against strong opposition. 
Older establishments, on the defensive, were obliged to lower their 
prices and to rationalize their methods. A sequence of ‘structural 
tensions’ (to use Dahmén’s terminology) developed as the old met 
the challenge of the new. The new goods and the new methods in the 
main succeeded only partially in establishing themselves, and then 
sometimes only in experimental pioneer ventures. The tensions arose 
both within and between the different sectors of the economy as new 
goods and new techniques introduced by certain firms or in whole 
branches of industry brought the need for adaptations in other firms 
or in other branches. One example is the revolutionary effect of the 
motor car on communications in general, bringing great changes in 
addition in the location of economic activities, in residential building, 
trading, sales techniques and so forth. These ‘structural tensions’ 
appear to go some way towards explaining the unevenness of econo- 
mic development in the 1920s. But at the same time these ‘tensions’, 
or ‘patches of uncompleted development’ (to use another of Dah- 
mén’s expressions) contained a great expansive potential which was 
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iargely realized during the 1930s when the new goods and methods 
came to be more generally accepted. In other words, the progress of 
the 1930s was based upon and presupposed the hard fight of the 
1920s between the old and the new. 

Although general economic developments in the two decades show 
a number of fundamental differences they also have a number of 
characteristics in common, and from some points of view these are 
perhaps more significant than the differences. Most of them have 
been mentioned already, but they will be summarized in the re- 
mainder of this chapter. 


Innovations and new enterprises. Despite the great differences in 
general conditions in the two decades, real national income in- 
creased both in total and per capita at a fairly even rate over the 
whole inter-war period. The differences we have noted — in the condi- 
tions of foreign trade, the size and composition of investments, price 
trends, the degree of competition, the situation on the capital market 
— were not of such a kind or so great as to give rise to clearly identifi- 
able and significant differences in the rate of economic expansion or 
the rate of increase of productivity. Thus it would appear that the 
harsher pace of rationalization in the 1920s, hastened by the introduc- 
tion of the 8-hour day, by the greater strains on profitability caused 
by rising wages and falling prices, and by increased foreign competi- 
tion had in the last analysis much the same effects as the more obvious 
expansion in the 1930s of the nation’s productive equipment, seen in 
new factories, plants and in the new means of communication. 

In both decades industrial development proceeded in an atmo- 
sphere of great activity in the establishment of fresh enterprises. 
Dahmén shows that in the rapidly expanding branches of industry 
producing most of the new goods, more than half the concerns exist- 
ing in 1939 had been founded between the wars. In such manufactures 
as concrete, joinery, wrapping-paper, ready-made clothing, knitted 
goods and tinned foods, more workers were employed by newly 
established concerns than by firms in existence at the beginning of the 
period. Dahmén calculated roughly that enterprises which were 
established between the wars were responsible for about 40 per cent 
of the gross investments.! There can be no doubt after Dahmén’s in- 
vestigations that industrial expansion during the inter-war period 
received its buoyancy to a great extent from these new or young | 
undertakings. It must be observed, however, that innovations — in 
the matter of finished products for example — were made not only by 

* Op. cit., pp. 325ff. Note the difficulty of precise definition of a ‘new enterprise’ 
or of the ‘death of an enterprise’ (pp. 180-4). 
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the new establishments. There was a similar high degree of innovation 
within the more enterprising of the old-established firms although 
they were no doubt spurred on in their efforts by the competition 
from the new firms. It must be added that firms established between 
the wars seldom developed into large undertakings; it was a char- 
acteristic of the inter-war period that the new enterprises tended to 
remain small. The rapid increase in the number of new firms was 
accompanied by a high death rate among the old. A rough calcula- 
tion suggests that more than half the firms existing in 1919 (employ- 
ing about 20 per cent of all workers) had either been wound up or 
had gone into bankruptcy by 1940 (though some may have been re- 
constructed in one way or another).. 


Severe unemployment and+the stable value of money. Another funda- 
mental feature characteristic of the inter-war period as a whole was 
the persistently high rate of unemployment even during the best 
years. According to trade union figures, unemployment averaged 10 
per cent both in 1928 and 1929 as well as in the years 1937-39; in no 
year since 1946 has the figure been higher than 3 per cent. A con- 
siderable part of the difference between pre-1939 and post-1945 un- 
employment figures is accounted for by the decrease in seasonal 
unemployment, especially in building trades. The difference in summer 
employment is smaller: the summer average in the years 1929 and 
1937-39 was about 7 per cent; in the post-war period it has been less 
than 2 per cent. The fact still remains, however, that the economic 
expansion of the inter-war period occurred in conditions which were 
considerably below what is now considered to be regular and full em- 
ployment of the nation’s working force. It is probable, moreover, 
that there was considerable concealed unemployment, especially in 
agriculture, as a result of the stagnation of demand for labour in 
other branches of the economy. 

The economic expansion of the inter-war years occurred in condi- 
tions of relatively stable prices. The value of money rose (i.e. prices 
fell) steadily in the 1920s but the cost of living index was exactly the 
same in 1939 (before the outbreak of war) as in 1929. The fall of 
prices in the depression was offset by a slow rise towards the end of 
the 1930s. In the summer of 1939 the cost of living index was at about 
the same level as in 1924, the year of the return to the gold standard, 
although this was nearly 40 per cent below the average of 1920. 


1 Various indexes also suggest that the unemployment rate of the *twenties was 
considerably higher than was customary in the years before the First World War. 
See Arbetsléshetsutredningens beténkande, Patt I (Statens Offentliga Utredningar, 
1931:20), p. 59. 
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These conditions contrast sharply with the post-war experience of 
rising prices and falling value of money. 

Looking back from the perspective of the post-war years, we may 
indeed ask whether the stable price level of the inter-war period was 
something unique and abnormal, whether the relatively high unem- 
ployment even in the best years was a necessary prerequisite for a 
stable value of money or whether the ultimate decisive factor was the 
trend of world prices. No definite and simple answers to these ques- 
tions can be given. The conclusions drawn here refer partly to the 
whole inter-war period and partly to the separate tendencies of each 
decade, but the time-periods are too short to provide a basis for 
generalizations. Thus it is impossible to say which gave the greater 
stimulus to production and efficiency, the conditions of severe com- 
petition and stringent money supplies of the 1920s, the protection of 
the 1930s or the hot-house conditions produced by the inflation of 
the 1940s. I shall, however, return to certain aspects of these pro- 
blems in later chapters. 
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CHAPTER II 


THE CYCLICAL SENSITIVITY OF THE 
SWEDISH ECONOMY; THE EXPERIENCES OF 
THE INTER-WAR PERIOD 


INTRODUCTION 


Business fluctuations in Sweden have always been determined to a 
great extent by international conditions. From the middle of the 
nineteenth century until the Second World War, trade recessions and 
economic depression on the one hand and revivals and economic ex- 
pansion on the other may be said to have occurred at roughly the 
same time in all countries where economic life was based primarily on 
private enterprise. The cyclical variations in Swedish production, em- 
ployment, incomes and prices coincide for the most part with the 
fluctuations of international trade. But although the Swedish econ- 
omy has shown very few signs of independent cyclical behaviour, the 
impact on Sweden of international trade movements has been in- 
fluenced by the character and structure of the Swedish economy as 
well as by Swedish governmental policy. Swedish business cycles 
therefore show a number of distinctive features which will now be 
examined in some detail. 

Cyclical fluctuations in the Swedish economy have sometimes been 
described in terms which have been taken more or less directly from 
investigations by Americans of their own more violent recessions. 
Thus many writers have spoken, with reference to Sweden, of the 
cumulative process of the downswing marked by falling production 
and incomes inducing a reduction in demand and so leading to a 
further curtailment of production, a further lowering of incomes, a 
further reduction of demand, and so on. The Swedish economy has 
in fact shown very little tendency to fall into spiral depressions of this 
cumulative type. In contrast with the precipitous economic declines 
which have occurred in the U.S.A. where the cumulative processes 
have had time to come into operation, the setbacks which have 
occurred in Sweden appear rather as periods of stagnation in, or in- 
terruption to, an otherwise steady process of expansion. 

The fact that Swedish economic fluctuations have been much less 
severe than those in the U.S.A. and some other countries is, however, 
no reason for belittling the problem of business cycles. It is true that 
the decline of production between 1930 and 1932 was relatively slight 
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(especially in comparison with the U.S.A.; see Fig. 1, p. 3); the 
volume of industrial production fell by 13 per cent and real national 
income by about 10 per cent. But even this limited setback was 
enough to cause an increase in unemployment which in Swedish 
conditions was very serious. The mere fact that production ceased to 
expand brought about an increase in unemployment corresponding 
to the absolute increase of the population between the ages of 15 and 
65. The halt to the expansion of production would thus by itself 
account for an increase in unemployment of about 70-80,000 persons 
during the years 1930-33. But, in addition, unemployment was in- 
creased further by the continuing improvements in productivity as 
well as by the actual decline in production, both of which reduced 
the demand for labour. These circumstances together are enough to 
explain the figure of 200,000 unemployed persons seeking relief in 
January 1933 when the average trade union unemployment rate was 
about 30 per cent. 


FLUCTUATIONS IN SWEDISH FOREIGN TRADE 


The significance of exports in the Swedish economy. It is mainly 
through foreign trade that outside influences make themselves felt in. 
the Swedish economy. During the inter-war period variations in the 
volume of Swedish exports and imports transmitted to Sweden the 
quantitative changes brought about by the international business 
cycle. Similarly, international price movements, with their decisive 
effects upon business conditions, have been passed on through foreign 
trade into internal prices. 

An examination of Swedish economic experiences in the 1920s and 
1930s shows that as a rule changes in exports have heralded all the 
more important turns in business conditions. The magnitude of the 
variations in the volume and prices of exports between good and bad 
years clearly shows that the sector of the Swedish economy which is 
most sensitive to trade fluctuations is that producing for export. The 
data presented in Table IV will illustrate this point. 

Yearly series and averages are often misleading when used to 
analyse trade fluctuations since considerable variations may occur in 
the course of the year or there may have been an actual turning-point. 
Totals and averages given in time-periods of one year tend to under- 
estimate the magnitude of fluctuations, especially if they refer to 
types of the economic activity which are as sensitive to change as 
exports. On the other hand, the seasonal variations in Swedish ex- 
ports are such that it is difficult to work with monthly or quarterly 
figures. The use of annual figures in the above table means that the 
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variations in exports are underestimated to a greater extent than the 
variations in national income and in total industrial production. 
Nevertheless, even the figures given show that, after the turning- 
points, exports rose or fell much more than either national income or 
total industrial production. Furthermore, since the value and 
volume of exports are important components in the latter figure, it 
may be presumed that the actual difference between the behaviour of 
that part of income and production which is solely related to the 
domestic market on the one hand and the behaviour of foreign trade 
on the other is even greater than is shown in the table. The sensitivity 
of exports to trade fluctuations stands out prominently in the slumps 
of 1920-21 and 1929-32, in the less severe recession of 1937-38, and in 
the early stages of post-depression recovery in 1921-22 and 1932-34. 
In the periods of more sustained expansion, 1925-29 and 1932-37, 
the differences in behaviour are less striking. 


TABLE IV 
PERCENTAGE CHANGES IN SWEDISH EXPORTS, NATIONAL INCOME AND PRO- 
DUCTION, 1920-38 





1920-21 1921-22 1925-29 1929-32 1932-34 1932-37 1937-38 








Value of exports SSP uel pe Seniet Boe) 48u) +37. tell bin 8 
Volume of exports —24 +42 +44 -—32. +37 + 75 —12 
Value of gross national 

income a Dt 45) 16 13" 10 44a a 6 
Volume of industrial 

production 2325. /+19) +36, =11 94+24. 4:70 + 1 








A closer study of the timing of the onset of the various business 
crises confirms the impression that changes in exports generally led 
the way. It can be demonstrated that the first signs of any change in 
Swedish business conditions are to be found as a rule in the markets 
for the major export products. This was perhaps seen the most clearly 
in the beginnings of depression in 1929-30, but it was also true of 
recovery in 1921 and 1933. From the autumn of 1929, after the cat- 
astrophic collapse of American business and its impact on other 
countries, both the volume and the value of Swedish exports were 
very quickly affected. Exports fell in volume by 10 per cent from 1929 
to 1930, although the total volume of industrial production and real 
national income still continued to rise. In the revival of 1932-33 the 
volume of exports began to increase about six months before definite 
signs appeared of a general improvement of economic conditions. 
Indeed, the outlook brightened in the various export markets even 
earlier than any actual increase was recorded in the export figures. 
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Similar circumstances seem to have existed in the revival of 1921. It 
must be noted, however, that changes in the state of the export trades 
did not immediately affect production and income formation inside 
Sweden. The initial expansion of exports was often supplied out of 
stocks on hand. This was especially noticeable in the revival of 1932- 
33. Similarly, a reduction of exports tended at first to be counter- 
balanced by additions to stocks.! 

Changes in exports do not seem to have led the way in the begin- 
ning of the trade depression either in the second half of 1920 or in the 
autumn of 1937. It is clear from Table IV that on both these occa- 
sions the value and volume of exports behaved as usual in reacting 
much more violently than either production or internal sales to the 
downturn of trade. But it cannot be conclusively shown that exports 
began to fall off before the rest of the economy, as at the other 
turning-points mentioned. This is explained by the peculiar con- 
ditions which existed on both these occasions; in each case the 
decisive factor was the movement of prices. In 1920 as in 1937, the 
boom was characterized by a large and world-wide increase in prices. 
The wholesale price index rose by 19 per cent between October 1919 
and June 1920, and by 16 per cent between June 1936 and August 
1937. During both these inflationary periods buyers at various stages 
of production and distribution were induced by the rise in prices to 
increase their demands. The result was a speculative expansion of 
stocks and orders. When the price rise came to an end, not only was 
there no longer any reason for increasing stocks but, in addition, it 
became desirable to liquidate stocks where they had become exces- 
sive. When the demand for new production fell, the market was over- 
stocked and prices began to decline. The large price fluctuations in 
1919-21 and 1936-38 occurred at much the same time in all countries. 
In consequence markets for the commodities which had been affected 
by bullish speculation became saturated more or less simultaneously 
in all countries. Hence, the end of the price rise in the spring of 1937 
was followed by a world-wide congestion of markets which affected 
all Swedish exports and reduced the prospects of sales, especially of 
paper and pulp. At about the same time — even earlier in the 1920 
crisis — the domestic markets for iron and textiles became over- 
stocked and the production of both fell rapidly. Thus in these cases, 
price changes on the world commodity markets brought about simul- 
taneous changes of trade conditions for producers of the goods 


*It has been estimated that about one-third of the increase in the value of 
exports between 1932 and 1933 was accounted for by stock reduction. See Karin 
Kock, Konjunkturuppsvingets forlopp och orsaker, 1932-34 (Statens Offentliga 
Utredningar, 1935:16), job G2) 
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affected in all countries. Inventory crises of this kind, induced by 
international price fluctuations, have recurred since 1945 (see Chap- 
ter 1). 


The composition of Swedish exports. The fluctuations in the value and 
the volume of Sweden’s exports may be regarded as being mainly 
caused by outside events. A clearer idea of the reason why Swedish 
exports are so obviously susceptible to trade fluctuations may be 
gained from an examination of the composition of the export trade 
and the distribution of Swedish exports among the different markets. 

An important part of Swedish exports consists of capital goods — 
iron ore, iron and steel, timber, machinery and ships. The demand for 
these goods depends upon the level of investment activity in the im- 
porting countries, and this level varies very greatly, of course, during 
a business cycle. It can be shown that Swedish exports of iron, steel 
and timber reacted with particular violence during the slump of 
1920-21, as did the exports of iron ore in 1932. Nevertheless, the 
greater susceptibility of exports of capital goods to fluctuation cannot 
be regarded as the all-important factor. It is counterbalanced to some 
extent — but this too is variable — by the fact that the products in 
question are more indispensable to the importing countries than the 
remainder of Swedish exports; that is to say, they are to a large extent 
goods for which substitutes cannot easily be provided either from 
internal production or by imports from alternative suppliers. In addi- 
tion, many of the capital goods exported by Sweden are of a highly 
specialized character and the markets for them are widely scattered 
among a large number of different countries. This is a further fact 
tending to minimize the fluctuations in demand. 

It may be said that those exports which are the nearest to being 
ready for final consumption are in the most precarious position. The 
large fall in the value of exports of agricultural produce between 1929 
and 1932 provides one obvious example of this. Even paper and pulp 
exports were faced in the depression years with severe competition 
from domestic production and from imports from other producing 
countries. The vulnerability of the forest industries showed itself in 
price instability. Severe price fluctuations have tended to make the 
market highly speculative; the stocks held in importing countries have 
varied substantially and opportunities for exporting have varied 
correspondingly. The extent of the changes in the exports of different 
commodities is shown in Table V. 


Distribution of Swedish exports among different markets. Despite the 
difficulties of the inter-war period the Swedish share of total world 
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trade increased significantly. A rough calculation reckoned in old 
gold dollars shows that the Swedish share of total world imports 
increased from 1.2 per cent in 1925 to 2.1 per cent in 1938. One factor 
influencing the general development of the export industries and 
their susceptibility to cyclical fluctuations was, of course, the changes 
which occurred from time to time in the destination of Swedish 
goods. Some illustrations of these changes are given in Table VI. 





TABLE VI 
SWEDEN’S EXPORT MARKETS: 1925 AND 1938 
COMPARED 
Percentage of total exports 
: 1925 1938 
Northern Europe 13.2 16.3 
U.K. 26.6 24.4 
Germany N52, Nis 
The rest of Europe (industrial countries) 16.0 15.3 
The rest of Europe (primary producers) 8.1 6.1 
U.S.A. i 10.5 9.0 
Other non-European countries (industrial) 3.5 3.0 
Other non-European countries (primary producers) 6.9 8.2 
Total 100.0 100.0 


The very great differences in the magnitude of cyclical fluctuations 
in different countries have been reflected in the fact that the imports 
of some countries have varied much more than those of others. The 
fluctuations in Sweden’s exports during the inter-war period were 
strongly influenced also by changes in the Swedish share of the total 
imports of different countries and groups of countries. 

During the periods of revival in world trade between 1925 and 1929 
and between 1932 and 1937 Swedish exports established a strong 
position for themselves. It is interesting to note that the Swedish 
position was even more favourable during the trade revival of the 
1930s than during that of the 1920s. Nevertheless, Swedish imports 
shared the general misfortunes during the depression periods. Total 
imports from Sweden were reduced slightly more than total imports 
from all sources during the severe contraction of world trade from 
1929-32, somewhat less during the recession of 1937-38. The follow- 
ing table shows that in almost all the countries and regions specified 
Sweden’s share of imports increased during periods of expansion and 
remained fairly constant during periods of contraction. 


Fluctuations in Swedish imports. Trade fluctuations become inter- 
national in scope very largely through the effects on exports and im- 
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TABLE VII : 
A COMPARISON BETWEEN CHANGES IN THE TOTAL IMPORTS AND IN IMPORTS FROM 
SWEDEN OF SELECTED COUNTRIES, 1925-38 


$e 








Countries 1925-29 1929-32 1932-37 1937-38 
es a a ee 
Northern Europe A +16.3 7 39)1 ee GO2 4 \ = 9553 

B +462 —-42.3 +1066 — 44 
United Kingdom A a0 =36.9 + 49.0 ==) 7) 
B 7-234 =46,3.—) 4 oo =—5.8 
Germany I ae EA =A) 8) + 42.3 0. 
BY @ic33i5 67.3 + 249.5 ap eae 

The rest of Europe (industrial 
countries) A .+30.9 32.0 yt ae —16.8 
B 4;32.6 48:3 Slo-6 125 

The rest of Europe (primary 
producers) DX a Bel —49,7 + 66.9 + 0O 
13} apse =407 xa 758.6 ae ell 
United States er See. —55:4. 2634 — 34.3 
Bes? —A9 Ti 1 1245 —24.9 

Other non-European countries 
(primary producers) A + 5.0 — 50.0 + 56.4 — 4,5 
B +45.6 A463) ee eso — 7.4 
All countries* As oT A350 Isea42a elite 
B= 32,5 48:0. + 112.6 == 19.0 





Line A Percentage change in total imports 
Line B Percentage change in imports from Sweden 
Line A and Line B are both calculated on the basis of Swedish kronort 


* Includes all the more important countries of the world, accounting for about 


$0 per cent of total world trade. 

+ Total imports (line A) have been extracted from the trade statistics of the 
countries concerned and re-stated in Swedish kronor. In line B, the figures of 
imports from Sweden given in the trade statistics of the country concerned have 
been compared with the export values given in the Swedish trade statistics. It was 
found that the difference between the fob figures of Swedish exports and the cif 


figures of the importing countries are not likely to affect the conclusions signi- 
ficantly. 


ports of price developments in the markets of the world. But both 
imports and exports also transmit the effects of trade fluctuations by 
other means, Swedish imports fluctuated considerably during the 
inter-war period in volume and in value. Imports declined rapidly and 
substantially during depressions but increased only slowly in the sub- 
sequent recovery. On some occasions changes in the volume of im- 
ports have had a considerable influence on the development of trade. 
The previous chapter discussed the importance of the devaluation of 
the krona in September 1931. The subsequent fall in imports gave a 
stimulus to those sections of industry producing for the home market. 
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In general, however, imports have not been as decisive in influenc- 
ing Swedish business conditions as exports have been. It seems rather 
that the volume of imports has been determined by internal business 
conditions and to this extent may be regarded as a secondary factor 
in the course of trade. The position of imports in cyclical fluctuations 
may be illustrated from the findings of a regression analysis’ which 
indicated that during the inter-war period an average increase or de- 
crease of 1 per cent in the Swedish real national income was accom- 
panied by a corresponding increase or decrease of 1.65 per cent in the 
volume of imports. In other words, the volume of imports tended on 
the average to increase or decrease during trade fluctuations 1.65 
times as quickly as the national income. It must be recognized, how- 
ever, that this conclusion — that there was an income elasticity of 
demand for imports of 1.65 during this period — has been based upon 
rather slender statistical material, relating to a very limited period 
during which business in the main was expanding.? Figures relating to 
a longer period do not show the same relationship. The fact that con- 
ditions were much less favourable for imports in the 1930s than they 
had been in the 1920s resulted in a decline of imports relative to 
national income. In this respect 1931, the year of the depreciation of 
the krona, marks an obvious ‘structural breach’ which in the investi- 
gation referred to is ‘explained’ by the relative decline in the prices 
of imported raw materials compared with the prices of imported 
manufactures, the effect of which was to stimulate domestic produc- 
tion and impede imports. This change, however, would not neces- 
sarily have affected in any fundamental way the year-to-year changes 
in the relation between imports and national income. 

A further point to be considered is whether the composition of 
imports changes during a trade cycle. After the crisis of 1929 com- 
petition from imports was at first intensified, and this was reflected in 
the continued increase in the quantity of final consumer goods 
imported (an increase of nearly 10 per cent between 1929 and 1931) 
and a slight decline in imports of raw materials. These changes in 
the composition of imports tended to aggravate rather than modify 
the depression. Not until after the depreciation of the krona in 1931 
was the volume of imports of consumer goods reduced significantly 
enough to stimulate home production.* Imports reacted in the same 
way in the short-lived recession of 1937-38: the total volume of im- 


1 See Karl-Olof Faxén, ‘Regressionsanalyser av den svenska importen under 
mellankrigstiden’ (in Meddelanden fran konjurkturinstitutet, Serie B:10). 

2 Faxén attaches great importance in his work to these reservations. 

3 See P. de Wolff, ‘Nagra indextal, belysande utrikeshandelns utveckling sedan 
1920’ (Meddelanden fran konjunkturinstitutet, Serie B:1, appendix 2). 
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ported consumer goods continued to rise (though at a reduced rate) 
throughout 1938 while imports of raw materials fell. The comparison 
is vitiated, however, by the changes in stocks which accompanied the 
price fluctuations of these years. Stock-holdings of raw materials and 
of manufactures had been augmented during the period of high 
prices in 1936-37 but were liquidated in the course of 1938 when 
prices were falling. In view of the fact that the recession came to an end 
with the international recovery in the autumn of 1938, no definite 
conclusions can be drawn from the behaviour of imports in this 
instance. 


Variations in the terms of trade. The rise and fall of the export and 
import price indexes play an interesting role in the business cycle. 
The experiences of most countries since 1945 have shown how greatly 
changes in the terms of trade may affect their balance of payments 
position, their productivity and the general conditions upon which 
their economic development depends. It will be seen from Fig. 5 that 
the indexes of Swedish export and import prices moved along more or 
less parallel lines, a fact which resulted in Sweden’s terms of trade with 
foreign countries remaining fairly stable. The terms of trade moved 
within a margin of +10 per cent during the period,’ judging from the 
average values (the chain index figures shown in the chart) recorded 
in the trade statistics.? The variations are somewhat greater according 
to the price index figures given by Handelsbanken and the Swedish 
Board of Trade and Shipping which are based on price quotations for 
a limited range of goods and are therefore of less interest in an 
analysis of the prices actually paid for exports and imports. 

During the continuous fall in prices of the 1920s, the export and 
import price indexes followed each other quite closely, both falling by 
about 10 per cent between 1923 and 1929. After the crisis of 1929, 
import prices began to fall more sharply than export prices — i.e. the 
terms of trade moved favourably. The reverse movement is seen in 
1931 and 1932 after the devaluation of the krona when the charac- 
teristic effect of devaluation was felt. The world market prices in 
dollars, francs, etc. of the goods which Sweden imported continued to 


5 The years around 1920 are excluded since the price data is extremely unreli- 
able. 

* ‘Average prices’ in the trade statistics are quite simply the declared values of 
imports and exports divided by the corresponding quantities. The average values, 
for instance, for a certain type of commodity for a particular month, can be con- 
sidered to represent the average price at which the goods in question were sold for 
export or bought for import in the preceding period. Changes in these average 
prices or more correctly average values, may, however, be affected by changes in 
classification of goods under a given heading. 
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fall during 1931 and 1932, but when converted into kronor at the 
new rates of exchange, the lower prices were transformed into higher 
prices. The effect of devaluation on exports was to facilitate greater 
price competition in foreign markets and this brought considerable 
advantages. On the other hand, a relatively large proportion of Swed- 
ish exports was sold in sterling, and the devaluation in relation to 
sterling was insignificant. The fall in the prices of Swedish export 


Fic. 5. SWEDISH IMPORT AND EXPORT PRICES AND TERMS OF TRADE, 1923-39 
Index: 1936/38 = 100 
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commodities, especially of forest products, was closely bound up 
with the fact that countries in competition with Sweden also devalued 
their currencies (Finland, for instance, devaluing more drastically 
than Sweden). 

The outcome was that the Swedish terms of trade deteriorated by 
about 10 per cent from 1931 to 1932. Once the initial effects of de- 
valuation had been absorbed the two sets of prices followed parallel 
courses until 1935. In the expansion of trade induced by the inflation- 
ary upswing of the next two years the export price index rose more 
rapidly and further than the import price index. The recession of 1937 
at first brought with it — as the crisis of 1929 had done — an im- 
provement in the terms of trade. While it is true that export price 
quotations fell more quickly than import prices the effects of this on 
the average values of the trade statistics were delayed, as may be seen 
in Fig. 5, by the relatively long sales contracts for exports. Between 
1938 and 1939 the terms of trade again deteriorated, in part as a 
result of the time-lag in the effects of the fall of export prices in 
1937-38, in part as a result of the great rise of import prices after 
the outbreak of war (an important reason for which was the enor- 
mous increase in the cost of carriage by sea, raising cif prices without 
affecting the fob prices of exports). 


EFFECTS ON INCOME FORMATION OF CHANGES IN 
FOREIGN TRADE 


The problem of income formation is central to the analysis of busi- 
ness cycles. What is of particular interest to us here is to investigate 
the changes in the total income of the community and the changes in 
the distribution of income. It must always be a primary task of 
economic analysis to throw light on how and why such changes 
occur, whether they show themselves in changes in employment and 
production or in variations in prices and money incomes. 

When prospects in the export markets change, the psychological 
consequences which may follow are in themselves sufficient to affect 
internal business conditions. Better prospects for exports may induce 
a greater inclination to buy, not only in those branches of the 
economy immediately affected by the improvement but also in other 
branches which may expect demand to increase in view of the favour- 
able market reports from abroad; in other words, a better tone on the 
export markets may be a signal for all-round expansion. Similarly, 
if prospects in the export markets seem to be deteriorating, the effect 
may be to impede a revival or to aggravate a decline. But it is obvious 
that such psychological reactions to changes in export prospects 
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merely accentuate the effects of the actual changes in exports. If the 
changes do not occur, the reactions induced by anticipations will be 
neither lasting nor important. 

We must therefore proceed to analyse the effects of actual changes 
in exports on the internal business situation. The first task is to isolate 
and identify the effects of changes in exports — as distinct from other 
changes — upon the total income formation of the community. The 
percentage variation in exports shown in Table IV is in itself sufficient 
to imply a considerable direct influence on incomes and employment, 
and thereby on internal conditions in general. However, the per- 
centage figures given in Table IV and Table IX are based on changes 
in the value of exports, investment and consumption between given 
years and do not provide a direct measure of the effects upon income 
formation. The value of exports — like the value of consumption and 
investments — includes value of imported raw materials and fuel as 
well as of semi-finished and final products. The value of imports must 
be subtracted if the effects upon incomes of variations in exports, 
investment and production are to be examined. Even without careful 
investigation, it may be presumed that imports constitute a consider- 
ably greater share of total consumption and internal investment than 
of exports. Most Swedish exports contain relatively little imported 
raw material and fuel since they are based essentially on internal 
resources of raw materials, above all on the mines and forests. By 
contrast, both internal investment and the production of consumer 
goods use relatively large quantities of imported raw materials and 
fuel, in addition to the ready manufactured goods which are im- 
ported for both purposes. 

Imports may be divided into rough categories according to whether 
they are used in export industries, in investment or in direct con- 
sumption. Very approximate calculations show that between 1929 
and 1939 imports provided about 20 per cent of the total value of 
consumption and investment and just over 5 per cent of the total 
value of exports.’ These percentages are extremely rough but they 
should give a reasonable indication of the fact that Swedish exports 


1 For purposes of this calculation, imports in the years 1929-39 were divided 
roughly into consumer goods, investment goods, raw materials and fuel. While 
the attempted demarcation into different uses could not be definitive and numer- 
ous very doubtful cases arose, the classification should on the whole be accurate 
enough for this analysis. Raw materials and fuel imports are the most difficult to 
classify according to end uses. The difficulty was partially overcome by drawing 
on the findings of the special investigations carried out during the war by the 
Commission for Industry and Fuel. The calculations refer to total consumption 
and investment activity, both private and state; finished products are included 


among imports. 
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are, in general, much less dependent on imports than are either in- 
vestment or other productive activities. This is of some importance in 
considering the effects of export fluctuations on income formation 
within the country, as may be seen from Table VIII. 

This table shows to what extent changes in the nominal gross 
national income have been composed of changes in the value of 
exports (after approximate deductions for imports), of investment 
and of consumption. The column ‘other items’ is made up of the 
net yield of other items in the balance of payments. Imports during 
the period in question have been allocated among the columns ac- 
cording to the findings described above. The share of imports in total 
consumption has varied from period to period according to these 
approximate calculations, falling from nearly 20 per cent in 1929 to 
14 per cent in 1932 and rising again to over 18 per cent in 1937 and 
1939. 

These figures show how relatively important exports have been in 
accounting for the fluctuations in the national income. While no 
precise conclusions may be drawn from these approximations, the - 
effect on incomes of a fall in exports is clearly evident for the years 
1929-32; three-quarters of the reduction in the national income 
appear to be accounted for by reductions in the value of exports. In 
the initial revival of 1932-34 it also appears that the income-raising 
effect of exports was of great importance. In the later stages of the 
expansion (1934-37) a much smaller part of the total increase in 
income seems to have been derived from export activities. 

It must be added that the great significance of the decline of 
exports in bringing about the depression of 1929-34 may be regarded 
in part as a result of the very special way in which imports reacted. 
According to the calculations on which the above table is based, the 
marginal propensity to import was as high as 90 per cent between 
1929 and 1932. That is, of the total decline in the value of consump- 
tion the reduction of imports accounted for 90 per cent; of this by 
far the largest decrease was in the consumption of imported finished 
goods. The reaction of imports in this case therefore implied an 
effective stabilization of total income and increased the relative 
importance of exports in accounting for the fall in incomes. During 
_ ‘It is probable, however, that the importance of exports in bringing about 
Increases in national income have been overestimated in the calculation. In the 
early years of depression, production was maintained at a higher level in impor- 
tant branches of export industries than would appear from the current volume of 
exports. The accumulation of stocks which resulted (especially of pig-iron, iron- 
ore, wood products and paper pulp) meant that the first export demands during 


the revival from the autumn of 1932 were met out of stocks; there was a certain 
delay before production began to revive. 
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TABLE VIII 
CHANGES IN THE ‘INCOME VALUE” OF EXPORTS, INVESTMENTS AND CONSUMPTION 
AND IN NATIONAL INCOME, 1925-38 














Millions of kronor 

Gross 

Gross invest- _Consump- Other national 

Exports* ment* tion* items incomet 
1925-29 +436 +263 +446 + 88 +1233 
1929-32 — 844 —290 — 50 + 45 —1139 
1932-34 +345 +274 +241 — 92 + 768 
1934-37 +650 +995 +907 +103 +2655 
1937-38 —149 +286 , +523 an |S + 665 





* After deduction of calculated import content. 
+ Gross national income = exports+gross investment+consumption—im- 
ports+ other items. 


the recovery of 1932-34 the marginal propensity to import was, by 
contrast, as low as about 25 per cent, suggesting that the share of 
imports in the total value of consumption was fairly constant. 

It should again be emphasized that the methods used in these 
calculations are rather venturesome and that the conclusions must 
be regarded as very tentative. In particular, it is necessary to make 
strong reservations for unknown variations in the size of stock- 
holdings. All that can be done is to make approximate estimates of 
the order of magnitude of the changes involved. 


BUSINESS CYCLES AND THE BALANCE OF PAYMENTS 


Foreign currencies: supply and demand. In the light of this examination 
of the reasons for the view that exports were of decisive importance in 
Swedish booms and slumps during the inter-war period, it is reason- 
able to assume that the economic expansion of the 1920s would in all 
probability have continued but for the fall in the volume and price 
of exports during the years 1930-32. So far as can be seen, there were 
no causes in purely internal factors why a trade reversal should have 
occurred. On the contrary, it may be claimed that during the upswing 
of the 1920s there had been a concentration of forces making for 
continued expansion in investment and consumption.* If these as- 
sumptions are correct it follows that the decrease in production and 
in the national income after 1930 was in the main a direct result of the 

1 See Erik Dahmén, Svensk industriell foretagarverksamhet (Stockholm, 1950), 
pp. 372ff. 
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fail in exports. Similarly, it may be maintained that, had exports re- 
mained during 1933 and 1934 at the low level of 1932, it is likely that 
the general revival of those years would not have occurred or at the 
most that it would have been extremely modest. 

Exports are themselves determined by economic conditions in 
those countries which import from Sweden. They may also, however, 
be affected by conditions inside Sweden. When domestic demand is 
weak in times of economic decline there is more scope for exports, 
just as when home demand is very lively, both the ability and the 
desire to export are reduced. But the fact that internal business con- 
ditions may actively influence exports was of little importance in the 
inter-war period, except in such special cases as the export of surplus 
butter and pork. 

Imports, on the other hand are, as we have observed, extremely 
dependent upon internal conditions. This combination of circum- 
stances — that imports are to a great extent determined by internal 
factors while exports are within wide margins unaffected by them — 


Fic. 6. SUPPLY AND DEMAND OF FOREIGN EXCHANGE ON THE SWEDISH MARKET, 
1922-39 (Swedish kronor) 
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means that differences may arise in the behaviour of imports and 
exports, with the accompanying danger that large fluctuations may 
occur in the balance of payments position and in the foreign exchange 
reserves. 

It is therefore remarkable that there was a strong tendency towards 
equilibrium in the balance of payments during the inter-war period, as 
is seen from Fig. 5. This appears paradoxical, especially in the light 
of post-war experiences. Fluctuations in imports and exports, oc- 
curring independently of each other, do not have to be large for the 
balance of payments to be disturbed. Changes in demand inside or 
outside the country do not have to be large for serious repercussions 
to be felt on imports and exports. From this point of view, the items 
in the balance of payments are marginal. 

The supply curve in Fig. 6 shows, in Swedish kronor, the amount of 
foreign exchange earned through exports of goods and services (in- 
cluding shipping freights, income from overseas investments, etc.) 
and through the sale of stocks and bonds. The demand curve repre- 
sents the amount of foreign exchange paid for Swedish imports of 
goods and services and in the purchase of stocks and bonds. The net 
balance on either side of the O-line corresponds to the short-term 
capital movements (e.g. changes in the claims and liabilities of the 
Riksbank and of private banks vis-a-vis foreign countries, and to gold 
movements). It should be noted, however, that the statistics of the 
balance of payments are unreliable, particularly concerning capital 
movements which in the late 1920s and early 1930s were under the 
influence of the financial transactions of the Kreuger concern.’ 

The chart illustrates the degree of long-term stability of the equili- 
brium which existed between the supply of and demand for foreign 
exchange. It is especially striking that the two curves follow a parallel 
course during the years of vigorous expansion, both in the 1920s and 
the 1930s when supply and demand figures both increased at an average 
annual rate of about 8 per cent.® The following arithmetical example 
illustrates the great range of possible discrepancies in the trend of the 
balance of payments: if, with the actual course of demand, supply 


1 For a detailed examination see Karin Kock, Sveriges handelsekonomiska lage 
(Steckholm, 1934), pp. 216ff. 

2 Obviously, these are not supply and demand curves in the strict (static) 
sense but represent sums recorded ex post in the purchase and sale of currencies. 
Since foreign trade was conducted at this time without regulative interference on 
the part of the governmental authorities, the amounts in question mainly give 
expression to the independent forces working on the demand and supply sides 
respectively. As is held in the following paragraphs of the text, there was a con- 
tinuous process of adaptation by the items on the supply and demand side towards 
one another, via changes in national income, prices and exchange rates. 
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had only increased at about the same rate as the national income, i.e. 
by 2-3 per cent per year — a not unreasonable hypothesis — then in 
the course of the eight years from 1922 to 1930 an accumulated deficit 
of nearly 3000 million kronor would have arisen instead of the actual 
figure of a surplus of about 500 million kronor. 

During the expansion of the 1930s, there was a clear and persistent 
tendency for the supply of foreign exchange to rise above the demand, 
resulting in a continual increase in the gold and exchange reserves of 
the Bank of Sweden. As we have seen, the krona was undervalued by 
the devaluation of 1931 and counteracting forces were slow to appear; 
even so, the chart seems to indicate that adjustment was on the way, 
despite the slow working of the forces tending to restore the balance. 

Apart from 1931, the year-by-year discrepancies appear quite 
moderate. There is greater variation on the supply side (caused mainly 
by the variations in exports) than on the demand side with the 
characteristic time-lags after the turning-points. 

The outstanding characteristic of the inter-war period seen in the 
figure is, however, the prevailing tendency towards equilibrium be- 
tween supply and demand in the balance of payments. This tendency 
to self-adjustment in a period of relatively free foreign trade and 
capital movements provides an interesting background to a study of 
the early post-war period when, in Sweden as in other countries, it 
was considered necessary to bring about ‘equilibrium’ in the balance 
of payments through direct governmental interference with foreign 
trade. 


The causes of the equilibrium in the Swedish balance of payments. The 
next task therefore is to examine the forces which led to external 
balance during the inter-war period. One important reason why 
Sweden enjoyed such a stable external equilibrium during the indus- 
trial fluctuations of the inter-war period lay in the ‘harmonious’ 
composition of Swedish imports and exports. Great variations regu- 
larly arise in the price-ratio between raw materials and manufactures 
in the course of the trade cycle. Countries whose exports or imports 
are heavily weighted on the side of either raw materials or manufac- 
tures have become easy victims of a ‘price-squeeze’. During the inter- 
war period the terms of trade moved to the disadvantage of primary 
producing countries (in contrast with the situation since 1945 when 
industrial countries like the United Kingdom have fared badly) in 
view of the more rapid rise of raw material prices than of the prices of 
manufactures. The terms of trade have played a fairly neutral role in 
Swedish foreign trade both in conditions of deflation and inflation. 
Both Swedish imports and exports are made up of approximately 
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equal amounts of manufactures and raw materials (using the terms 
broadly). Violent changes in the prices of her imports of raw textiles, 
rubber, metals and fuel have been countered fairly regularly by 
equally violent changes in the prices of her exports of forest products 
and iron ore. This is the main reason why the Swedish terms of trade 
have varied within such narrow margins as are shown in Fig. 5. 
Stability in the terms of trade makes the cyclical strains on the Swed- 
ish exchange position much less severe than those felt in most other 
countries. 

It will be evident from the foregoing argument that business cycle 
fluctuations in themselves tend to cause serious disturbances to 
foreign trade. The question to be asked then is what kind of equili- 
brating mechanism was at work in Sweden during the inter-war 
period? According to the classical model of international trade based 
on the gold standard, internal price changes form an important 
element in the equilibrating mechanism. In the early 1920s prices 
were flexible and in Sweden, as elsewhere, they were forced down 
sharply and relentlessly in order to become adapted to the exchange 
rate parities. But the experiences of the inter-war period cast doubt on 
the suitability of flexible price levels with fixed rates of exchange as a 
means of adjustment. During the 1930s the classical picture of the 
effects on the price level of gold movements and changes in the 
quantity of money was replaced by new views of the working of the 
economic system, with greater importance being attached to the for- 

‘mation of incomes and the level of employment. It was characteristic 
of the inter-war period that equilibrium was achieved in the balance of 
payments very largely at the cost of internal stability. Incomes and 
employment — and secondarily prices and wage levels — were forced 
to move along more or less parallel lines in different countries. The 
depressions which occurred in Sweden and elsewhere after 1920 and 
1930 may thus be regarded as results of a sort of unplanned method of 
shielding the balance of payments from serious dislocations by 
means of automatic adjustments within the country. 


Variations in capital movements and exchange rates. International 
movements of capital served as an important short-run stabilizer 
during the 1920s. Confidence in stable rates of exchange (on the basis 
of the gold standard), and with it confidence in long-term equili- 
brium, meant that stabilizing movements of short-term capital oc- 
curred whenever the least sign of strain appeared in the balance of 
payments. These movements were brought about through small 
variations in the rates of exchange within the limits set by the gold 
points, and through varying differences between interest rates in 
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different countries. Capital movements in both directions between 
Sweden and foreign countries amounted in the 1920s to large sums? 
and the net balance of capital imports and exports became a flexible 
item of adjustment in the balance of payments. Long-term capital . 
exports were also of importance until 1931. The urgent need for 
capital in Central Europe, especially in Germany, with the accom- 
panying high interest rates, attracted considerable foreign invest- 
ment from Sweden.’ 

It may be worth while to pause at this point to consider the method 
of internal adaptation to these capital exports during the 1920s. An 
important consequence of the close link with the international capital 
market was that interest rates remained high in Sweden throughout 
the whole of the 1920s. This was one factor in restricting house- 
building in the 1920s (see infra, p. 47) and in limiting the effective 
demand for houses by keeping rents at a high level. In other words, 
with a relatively free price and interest-rate mechanism, the operation 
of market forces directed savings into exports at the expense of resi- 
dential and other building. If capital exports had been held back 
(e.g. if there had been opportunities for more profitable investment 
within the country or if there had been some form of investment con- 
trol) a surplus in the balance of payments — comparable with the. 
state of affairs after 1932 — taking the form of additions to liquidity, 
would have reduced the level of both interest rates and rents and 
would thus have induced a higher level of building activity. The 
balance of payments would eventually have found a new equilibrium 
through the increase in imports which would have been needed for 
the greater internal investment activity. This was indeed exactly what 
happened in the 1930s. With the collapse of a functioning inter- 
national capital market, the surpluses in the current balance of pay- 
ments were not transformed into long-term foreign investments but 
appeared as increasing exchange reserves at the Riksbank. The in- 
crease in investment activity within the country and the gradual 
increase in the propensity to import thus became the method by 
which the internal economy was adapted to the cessation of the active 
export of capital. 

In the process of transition from the conditions of the 1920s to the 
conditions of the 1930s, there was an interlude of seriously disturbing | 


* Karin Kock, Sveriges handelsekonomiska lage (Stockholm, 1934), pp. 199-207. 

* Between 1928-31 net capital exports amounted to 150-200 million kronor per 
year. Compared with the national income and in the value of money of the 
second half of the 1940s, the same relative load would amount to about 500 
million kronor per year. This is about the same amount as that taken up in 5 
years by the U.S.S.R. out of the credit granted by Sweden in 1946, 
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capital movements. The international capital movements which fol- 
lowed the crisis of 1929 led to the creation of highly unstable con- 
ditions of international payments. The lack of equilibrium which 
characterized international trade was further aggravated by the ir- 
regular movements of short-term capital. With the currency crisis of 
1931, capital movements clearly became crisis-intensifying instead 
of crisis-relieving factors. The large influx into Sweden of short-term 
capital during 1930 and the first part of 1931, which had been coun- 
ter-balanced in part by long-term capital exports, suddenly ceased 
after the banking and currency crises in Austria and Germany. The 
flight of capital forced Sweden to abandon the gold standard in 
September 1931, one week after England. From that time on the rates 
of foreign exchange had to find their own equilibrium position. 

For a short time, from September 1931 to the summer of 1933 when 
the Riksbank pegged the pound rate, the relation between supply and 
demand on the foreign exchange market came to be controlled to a 
large extent by free rates of exchange. How did this mechanism func- 
tion? Instead of very small variations in the rates of exchange (such as 
had characterized the gold standard, producing temporary equili- 
brium with the help of short-term capital movements) the great 
scarcity of foreign exchange which existed in the autumn of 1931 
brought about a sharp price rise (see Fig. 5), with the dollar rate rising 
by about 50 per cent. Here we have a clear illustration of the impor- 
tant difference between the conditions conducive to equilibrium in the 
short and long run. When the equilibrating mechanism of the 1920s 
had ceased to function — above all because confidence disappeared — 
a very large price rise (the depreciation of the krona) became neces- 
sary in order to regain a short-term balance on the exchange market. 
The increase in the rate of exchange for foreign currencies had at 
first to be so large that it led to speculation in the possibility that the 
krona would recover some of its exchange value. Such speculation 
occurred during 1932 and was seen in a considerable export of stocks 
and bonds in the expectation that profits could be realized. These 
transactions involved a considerable import of short-term capital 
which increased the supply of foreign exchange. The inclination of 
exporters to secure advance payment by different means, in the ex- 
pectation of the recovery of the krona, had similar results. 

Furthermore, by making imported commodities relatively more 
expensive, the higher rates had a restrictive effect on purchases from 
abroad, especially of finished manufactures, and at the same time, 
though not to the same extent, gave a stimulus to exports. These 
results were of course not seen immediately but they came about 
successively once production and consumption were adjusted to the 
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changes in relative prices. From a long-term point of view, the depre- 
ciation of the krona had certain lasting consequences. The drastic 
depreciation certainly produced equilibrium in the balance of pay- 
ments in the short run; but in the long run, after production, imports 
and exports had become adapted to the new price relationships, the 
krona appears to have been undervalued. This showed itself, as men- 
tioned above, in lasting surpluses in the current balance of payments. 
If the rates of exchange could have been adjusted more freely to the 
development of market conditions during the 1930s, the krona 
would have appreciated. The purchase of the foreign exchange sur- 
plus by the Riksbank at pegged rates meant instead that, since 
circumstances did not permit a resumption of capital exports as in 
the 1920s, adaptation occurred via the expansion of internal in- 
comes, employment and prices. The process was a slow one but, as 
has been stated earlier, was well under way in the late 1930s — seen, 
for example, in the large expansion of building activity and the 
rise in wages. 


FLUCTUATIONS IN INVESTMENT ACTIVITY 


The fact that the fluctuations in the value and volume of foreign trade 
are so much larger than those in national income and production 
suggests that other factors which determine conditions on the home 
market are relatively stable. The following table shows the percentage 
variations in various important sectors of the economy during the 
given periods: the period 1928-1930 has been included in order to 
illustrate the time-lag during this period in Swedish cyclical reactions. 
Because of the lack of reliable statistics significant fields of invest- 
ment activity, especially factory building and industrial stockpiling, 
are not covered. 


Industrial investment. The greatest fluctuations in the above figures 
appear in the estimated internal ‘consumption’ of machinery;} the 
fall between the peak year of 1930 and 1932 amounted almost to 50 
per cent; there was a comparably large increase from 1932 to 1937- 
38. These data do not show any lead in time during the cycle. The 
maximum was reached in 1930, and the recovery from the depression 
began to assert itself in 1933. An interesting point to note is that 


* The figures do not give actual sales in the country but a sum based on indus- 
trial and trade statistics representing the value of production plus the surplus of 
imports (or minus the surplus of exports) of the kinds of machinery which are 
used for investment in agriculture, industry, transport, etc. Variations in stocks 
are thus not taken into account. 
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‘machinery consumption’ did not react to the recession of 1937-38, 
but continued to rise. 


TABLE [X 
INDICATORS OF ECONOMIC CHANGES IN SWEDEN, 1920-38 


Percentage change 





1920- 1925- 1928- 1929- 1932- 1936- 1937- 
21 29 30 32 34 37 38 





Investments 
Total value of gross investments —40 +28 +14 —27 +28 +23 +11 
Machinery (production+ im- 


ports— exports) —43 +46 +27 —40 +47 +26 +11 
House building (number of 

rooms) +38 +9 +28 +28 +7 +1 +413 
Consumption 
Value of total consumption - —29 +11 +4 —-8 +5 +7 + 6 
Consumption of durable con- 

sumer goods —39 +22 +5 —21 +22 +19 +15 
Incomes 
National income (gross) —27 +16 +6 —13 +10 +11 + 6 
Agricultural income (total sales 

of produce) —43 — 7 —-16 —20 +18 +11 + 4 
Total industrial wages —30 +27 +13 —19 +15 +13. + 6 
Average houriy earnings in 

industry Oecd eed EG 








According to the above table the variations in the total value of 
investment activity are relatively moderate. One obvious character- 
istic seems to be that investment reacted slowly to the onset of a 
trade recession. It must be observed, however, that the figure given 
for the total value of investment is no more than a very approximate 
estimate made on the basis of building materials, machines and other 
capital goods used for investment. For this reason no very definite 
conclusions can be made concerning the cyclical variations in invest- 
ments. Nor is it possible to make a detailed study of the variations 
in the different branches of investment activity during this period. 
Unknown changes in stocks of building materials during the phases 
of the cycle may have produced a misleading picture, both concerning 
the timing and the size of investment changes. 

Information is available for some parts of building activity, how- 
ever, and although incomplete it may be held to give some measure of 
the cyclical susceptibility of the industry to trade fluctuation. The 
Social Board publishes figures of the volume of building in cities and 
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other urban communities.’ So far as can be judged from the imperfect 
material available, non-residential building activity (i.e. mainly in- 
dustrial and commercial) was very sensitive to business conditions 
during the depression of 1931-33. According to the figures of the 
Social Board on completed floor space, this type of building activity 
was reduced by more than 20 per cent from 1931 to 1932. The 
figures appear to show that non-residential building reacted slowly 
to the deterioration of conditions after 1929, and that industrial 
building continued to expand until 1931. It is to be noticed, however, 
that the figures refer to completed buildings certified fit for use during 
the year in question. It may be presumed that the actual building 
operations took place a year or so earlier, while the decision to build 
was of course taken earlier still. No trace is to be found of the reces- 
sion of 1938 in the investment statistics. According to investigations 
begun in 1937 by the Board of Trade and Shipping into the value of 
investment expenditure by industry, the value of industrial invest- 
ments in buildings was nearly 20 per cent higher in 1938 than in 1937. 


House-building and its determinants. During the period covered in 
this study house-building had a decisive influence on the stability of 
total investments. It is well known from the experience of other 
countries that the cycles in house-building tend to be longer than the 
usual business cycles and that building cycles are to a certain extent 
autonomous, although they affect and are affected by general econo- 
mic developments. The unbroken expansion of house building in the 
years 1921, 1930 and 1938 and its relative stability even during 1931 
and 1932 contributed towards maintaining the demand for labour 
and building materials. 

The strong forces of expansion of house-building both in the 1920s 
and 1930s may be taken as an explanation of the general lack of 
sensitivity to cyclical changes. The number of dwellings built in urban 
communities more than doubled during the period 1923-30 and 
doubled again by 1939, The absence of cyclical reactions in the build- 
ing industry was a new factor in Swedish experience. In the decades 
before 1914, the demand for and the building of dwellings had been 
vreatly influenced by cyclical fluctuations.: 

Both in the 1920s and 1930s many circumstances combined to en- 

1 These statistics are misleading, however, so far as the long-run trend of 
ndustrial building is concerned, since a large part of the industrial expansion 
occurred outside the areas (the larger cities) covered by them. 

2 See Bostadssociala utredningens slutbetdnkande, part I, Chapter 1 (S.O.U., 


1945:63), prepared by Alf Johansson. Although somewhat inappropriate to the 


Swedish scene, the term ‘house-building’ is used in this section for the sake of 
simplicity, 
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courage house building in towns and densely populated areas. The 
housing shortage at the end of the First World War was aggravated 
by the subsequent sharp rise in the number of new households. This 
was the result of three factors. First there was a shift in the age struc- 
ture and marital status of the population. Second, industrial expan- 
sion encouraged immigration to the densely populated areas. Finally, 
improved standards of living were reflected towards the end of the 
1930s in improvements in housing and in the increase in the number 
of separate apartments occupied by single persons away from their 
families, a development which became so common as to be given the 
popular designation of ‘family dispersion’. 

The housing shortage, which had originated in the low production 
of houses during the First World War and the years immediately fol- 
lowing, continued throughout the 1920s despite the rapid expansion 
of house-building after 1923. Demand increased more rapidly than 
building and the supply of houses in general remained inadequate. 
The abnormally low reserve of houses caused an increase in rents of 
about 25 per cent between 1923 and 1932 despite a simultaneous fall 
of 10 per cent in the general cost of living index.’ During the 1930s 
house-building was stimulated both by a further rapid increase in the 
establishment of households? and by the sharp fall in interest 
rates during the years 1933-35 (the interest level for mortgage loans 
falling from 5-54 per cent during the 1920s to about 3 per cent). 
Unlike the experience of the 1920s, the rapid rate of house-building 
was followed in the second half of the 1930s by a slight fall in the 
level of rents which was this time accompanied by a small increase in 
the cost of living. 

In spite of these strong driving forces behind the expansion of 
housing in the inter-war period, the building industry showed a cer- 
tain degree of sensitivity to general business conditions. House-build- 
ing did not reach its peak (at least, in cities and urban communities) 
until 1931-32, but the increase ceased at that point and there was a 
minor decline in house-building activity in 1932. The year 1933 was 
marked by a widespread labour dispute in the building trades. The 
deepening depression after 1930 had reduced the movement into 
towns and other densely populated areas as opportunities of employ- 
ment became fewer (urban immigration fell from about 30,000 in 

1 This is in marked contrast with developments since 1945. Average rents moved 
almost parallel with the cost of living index from 1914-23; by 1932, when the cost 
of living index stood at 155 (July 1914 = 100), the rent index was as high as 
206. In 1950, five years after World War II, with the cost of living index at 156 


(July 1939 = 100), the rent index was only 107. 
2 The number of marriages in towns in 1939 was nearly twice as great as the 


average for the later 1920s. 
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1931 to 15,000 in 1933). At the same time, the poorer prospects for 
employment and income were reflected in a fall in the marriage rate. 
Since building activity was generally maintained near its peak level 
despite the falling demand, the housing reserve increased and rents 
began to fall. It is very probable that, had the depression deepened 
still further, house-building would necessarily have been reduced, if 
only on account of the demographic changes mentioned above. This 
reaction never set in, however. The latent expansive forces were 
strong, and the cyclical reaction was weak and retarded. The rapid 
expansion of house-building began again with the general revival of 
trade as soon as the building dispute of 1933 had been resolved. 

While the changes in building activity in 1931-34 had been 
mainly the result of factors on the demand side, the slackening of 
building expansion which occurred in 1936-37 was determined by 
changes in prices and costs on the supply side. Building costs, 
especially iron and timber prices, rose by about 20 per cent between 
the autumn of 1936 and the beginning of 1937,! and profit expecta- 
tions were greatly reduced in consequence. The reactions of building 
contractors are seen in the drop in the number of building permits 
granted in 1937. When prices stopped rising and, in the autumn of 
1937, began to fall again, the number of permits granted rose rapidly 
and house-building again began to expand. 


Influence of interest and credit policy. There is little possibility of in- 
vestigating the reactions of different types of investments to varia- 
tions in interest rates and credit policy during the inter-war period. 
It is practically impossible to decide to what extent the reduction of 
investment activity after the trade setbacks of 1920 and 1930 resulted 
from the general economic contraction, showing itself in declining 
profits and reduced demand, or from the simultaneous rise in interest 
rates and the contraction of credit. It is a reasonable presumption, 
however, that the former was the decisive factor, a view which is to 
some extent confirmed by the fact that investment activity slackened 
in 1937 without any contraction of credit. 

It is perhaps easier to assess the effects of interest rates and the 
credit situation on investment by comparing longer periods of time. 
During the 1920s the level of interest on long-term government 
securities remained between 4} and 5 per cent, with equities between 
5 and 5} per cent. At the same time the liquidity of the commercial 
banks was tight and one of the ways in which this showed itself was 
the large and continual rediscounting of bills by the Riksbank. The 


* See the analysis in Meddelanden frdn konjunkturinstitutet, Serie A:l and A:2. 
46 


CYCLICAL SENSITIVITY OF .THE SWEDISH ECONOMY 


expansion of the money and capital markets during the 1930s oc- 
curred under quite different conditions. Owing to purchases of cur- 
rency by the Riksbank (about 1500 million kronor between 1931 and 
1937), the commercial banks acquired a much better liquidity posi- 
tion and, instead of their re-discount debt of the 1920s, it was normal 
for the commercial banks in the 1930s to have large credits with the 
Riksbank which represented a significant margin for credit expan- 
sion. 

The relatively high level of interest rates during the 1920s, together 
with the severely limited credit capacity of the banks which resulted 
from poor liquidity not only in the banks but also throughout the entire 
economy, may be considered to have retarded investment, especially 
in building. As shown above, house-building expanded rapidly owing 
to the housing shortage and high rents, but it did not expand as 
greatly as in the late 1930s. The building of industrial premises was 
certainly on a relatively smaller scale in the 1920s than in the 1930s. 
It is impossible to decide to what extent these facts are to be attri- 
buted to the high level of interest rates (and hence originating in the 
demand side of the credit market) or to what extent it was primarily 
caused by a shortage of new credits brought about by the restrictive 
policy of the banks and from the general stringency on the capital 
market (and hence originating in the supply side of the credit market). 
The probability seems to be that the shortage of money and credit in 
the 1920s acted as a brake on investment in both ways. Another factor 
to be considered is the relatively low level of profits in various sectors 
of the economy, since this greatly reduced the ability of firms to 
finance themselves out of their own profits (unlike the conditions in 
the 1930s) and made them heavily dependent on the banks for the 
financing of their investments. 

The contrast between the state of the money and credit markets 
during the periods of expansion in the 1920s and 1930s is striking 
and instructive. The economic prosperity of the later part of the 
1920s was not accompanied by any considerable expansion of new 
credits extended by the commercial banks; at the same time as the 
high level of interest rates restricted the demand for loans, the banks 
were forced to restrict their supply. It is certainly true also that there 
was no expansion of credit during the trade boom of 1933-36, but 
this was not because the liquidity of the banks was inadequate or the 
rate of interest too high, but simply because the demand for new 
credit from industry and trade in those years was low. It had become 
easier, and at the same time more desirable, to get along without 
bank credits. 

On the other hand, the high level of activity which was attained by 
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residential and industrial building towards the end of the 1930s is 
partly to be explained by the low interest rates and the plentiful 
supply of bank credit. After 1936 there was a definite increase in 
commercial bank credits (by 100-200 million kronor per year). It is 
very likely that, but for the outbreak of war, the expansion would 
have continued in which case the demands on the banks for credits 
to finance building investments would have increased. This would 
probably have been followed in turn by a rapid expansion of imports 
(and a rising marginal propensity to import) which would have 
resulted in an absolute, or at any rate a relative, weakening of the 
basis for credit expansion. If the purchasing of foreign exchange by 
the Riksbank had been halted in this way (or if it had even become 
necessary to sell exchange in order to meet a deficit in the balance of 
payments) the epoch of cheap money would eventually have brought 
itself to a close. In other words, the ‘international margin’ for 
internal expansion created by the devaluation of 1931 would have 
gradually disappeared. Events did not permit these developments to 
be fully worked out, although some tendencies in this direction can 
be observed.1 The above conjectures presuppose, moreover, that 
international conditions and monetary policies would have con- 
tinued as before. 


FLUCTUATIONS IN INCOMES AND CONSUMPTION 


Consumption and income. As has been stated earlier, the Swedish 
economy does not easily fall into such spirals of depression as those 
which have marked the American economy in particular. As is seen 
from the tables given earlier in this chapter the calculated value of 
total consumption shows considerably smaller fluctuations than does 
the value of exports or of investments. A comparison of the trends in 
the various income series quoted (total national income, income from 
agricultural sales and total industrial wages) indicates that con- 
sumption was more stable than incomes, a fact which seems to sug- 
gest that the savings of individuals were the elastic element during 
trade fluctuations. The fall in private savings during the depression of 


+ See Arthur Montgomery, ‘1930-talet i Sveriges ekonomiska historia’ (Studier 
i svenskt ndringsliv tillégnade Jacob Wallenberg, Stockholm, 1942), p. 229: ~ 

‘The advantages which were gained through the under-valuation of the | 
Swedish currency towards a number of other currencies were of their nature 
transitory. The extra protection which devaluation gave to the Swedish home 
market would have gradually disappeared; certainly it had been greatly reduced 
by the end of the 1930s. The prospects were also uncertain so far as the interest 
on capital was concerned.’ (Cf, the same author in Svensk ekonomisk historia 
1913-39 (Stockholm, 1946), pp. 319ff.) 
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1930-32 was certainly very great though the point cannot be pressed 
very far in view of the lack of reliable statistics. 

There is no direct information about actual expenditure on con- 
sumption during this period. There is reason to suppose, however, 
that consumption expenditure was in fact even more stable than 
appears from Table IX, since the series were calculated on the basis 
of data of the production+the imports—the exports of consumer 
goods and services. Particularly in the recessions, which were marked 
by severe price fluctuations, the changes in stockholdings probably 
meant that the consumption expenditure followed a more even 
course than the table suggests; the large decline (of 29 per cent) after 
the 1920 crisis in particular is partly explained by the fact that the 
figures for production and imports in 1920 include the value of a 
considerable increase in stocks, while the figure given for consump- 
tion in 1921 is too low since no account is taken of stock liquidation. 
Similarly, part of the increase in consumption which is shown in 1937 
may simply be a reflection of increases in stockholdings (especially 
perhaps in textiles). 

If allowance is made for the fall in prices the volume of consump- 
tion appears to have remained remarkably stable through the de- 
pression of 1929-32. The fall in the value of total consumption shown 
in Table IX was somewhat less than the simultaneous reduction in 
the cost of living index. Of course the results of these entirely differ- 
ent calculations cannot easily be compared and further uncertainties 
are added by the problem discussed above of the unassessable varia- 
tions in stockholdings. We have to be content with the general im- 
pression that the total volume of consumption was maintained at a 
relatively stable level throughout these years. So far as the home pro- 
duction of consumer goods was concerned, there was no noticeable 
trade slump at all; the deterioration of market conditions for con- 
sumer goods was borne entirely by imports. Different types of con- 
sumption show very different degrees of sensitivity to cyclical changes. 
Between 1929 and 1933, the volume of food products consumed for 
instance showed no decline — indeed there was some increase — 
while the consumption of textile goods fell by 10 per cent and of 
durable consumer goods by 20 to 30 per cent. The sale of durable 
consumer goods generally fluctuated considerably in the course of the 
trade cycle; this type of consumption shows similar business cycle 
sensitivity to that of certain branches of investment activity. During 
the revival of 1932-37 the value of domestic sales of machinery rose 
by 200 per cent and of durable consumer goods by 100 per cent. If less 
essential durable consumer goods (radios, vacuum cleaners, floor 
polishers, motor cars, bicycles, etc.) are studied separately the fluc- 
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tuations become even more pronounced. Between 1929 and 1932 the 
calculated value of domestic sales of these wares sank by nearly 50 
per cent: between 1932 and 1937 the value was trebled. 

Neither total consumption nor the consumption of durable con- 
sumer goods showed any reaction at all during the recession of 1937- 
1938. The slight slackening of the rate of increase of incomes in 1937 
and 1938, most noticeable in the total amount of industrial wages, 
left no impression on the trends of consumption. The stability of total 
consumption in Sweden in 1937-38 is in marked contrast with con- 
ditions both in the U.K. and the U.S.A., where this short recession 
made a severe impact not only on most types of industrial activity but 
also on consumption and especially on the consumption of durable 
goods. Events after the 1937 trade recession thus reinforce the im- 
pressions from 1929-30 that the Swedish economy was slow to react 
to the effects of an international deterioration of economic conditions. 
The pronounced trend towards depression in the U.S.A. and else- 
where in 1938 did not have time to affect internal business conditions 
in Sweden before the stimulus of rearmament caused international 
production and price curves to re-commence their upward trends. 


Changes in income formation and wages during the course of the busi- 
ness cycle. An increase in the production of consumer goods, whether 
in agriculture or in industry or in the supply of direct services, cannot 
usually act by itself as a stimulant to trade. A lasting increase in the 
production and sales of consumer goods normally presupposes an 
adequate increase in purchasing power created by additions to in- 
comes from some other source (exports, investments or public 
works). In this sense, production and income formation within the 
confines of the consumer-goods sector of the economy may be re- 
garded as passive factors in the course of the business cycle. It has 
often proved to be true — the experiences of economic stagnation in 
the U.S.A. and France during the 1930s are examples — that an 
incipient revival in the consumer goods sector may be impeded or 
stopped by the inadequacy of total investment activity. No general 
improvement could take place until incomes in the investment or 
export branches of the economy had increased sufficiently to create 
adequate foundation for expansion. 

An important reservation to the foregoing interpretation of the 
behaviour of consumption during the business cycle concerns the — 
problem of income formation. The question itself seems to be simple: 
how does a given change in the demand for goods and services affect 
incomes and what are its indirect effects on consumption expendi- 
ture? This problem has become one of major importance since 1945, 
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The way in which wages, profits and prices are determined or in- 
fluenced in the course of the business cycle must obviously have 
wide repercussions upon the effective demand for goods and services. 

Income formation appeared during the inter-war period principally 
as a somewhat passive consequence of general economic develop- 
ments. Price changes in Sweden largely reflected price movements 
abroad. In large areas of the economy the margin for independent 
price changes was narrowly limited by international competition, 
both through imports and exports, as a result of the synchronization 
of cyclical fluctuations in most parts of the world. The level of pro- 
duction and prices set the limits for income formation, and income 
was distributed within these limits among the different branches of 
economic life and among the different income groups. 

It is not easy to trace the order of causation in income formation, 
but an attempt to do so has been made with regard to the Swedish 
forest industries.1 These industries appear to be the sector of Swedish 
production which is most exposed to the effects of cyclical fluctua- 
tions. Production, employment and prices have all shown severe 
fluctuations, determined by the rapid changes in export conditions. 
The investigation found that the receipts of the private forest owners 
from the sale of timber to sawmills and pulp factories fluctuated 
more than the value of exports of forest products, while the total 
amount paid in wages to forestry workers varied to about the same 
extent as the value of exports. The large fluctuations in incomes from 
these activities were due both to variations in employment and in the 
amount of wood cut from the forests, and also to the great fluctua- 
tions in timber prices and in the daily wages of forestry workers. A 
close correlation was found between the export price of sawn timber 
and paper pulp on the one hand and the prices received for log timber 
and pulpwood on the other, as well as between the output of timber 
and of pulpwood and the state of the export trade. 

The relation between cyclical changes and income formation have 
not been analysed so thoroughly for other branches of the Swedish 
economy. However, a few observations can be made concerning 
certain large groups of income receivers. It may be stated that in 
agriculture in the 1920s, the export prices for butter and pork and the 
import prices for grain were of decisive importance in determining 
total income. Here, internal prices were very closely connected with 
international prices. But with the first introduction of agricultural 
regulations in the early 1930s the link was broken and the income 
for most agricultural produce came to be determined by governmental 

1 Erik Ruist and Ingvar Svennilson, Den norrléndska skogsndringens kon- 
junkturkdnslighet under mellankrigsperioden (Stockholm, 1948). 
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decisions. From that time, both the returns from agricultural sales 
and the wages of agricultural workers have increased quite indepen- 
dently of international development. 

The demand for consumer goods is decisively influenced by 
changes in the total incomes of wage earners. These incomes normally 
represent between two-thirds and three-quarters of the total incomes 
of private individuals. Our knowledge of fluctuations of wage in- 
comes is very limited, although approximate calculations have been 
made of the total wages paid out in industry (see Table IX on page 43). 
Wage fluctuations in the course of the business cycle result from 
variations both in employment and in individual earnings. Variations 
in employment are bound up with current industrial activity as 
reflected in the production and turnover of the different industries. 


TABLE X 
TRENDS IN PRODUCTIVITY, WAGES AND PRICES, 1923-53 


Annual average percentage rate of change 








(positive unless shown otherwise) Average 
er ROE 
Year Hourly earnings for male trade 
Industrial _ workers in industry, crafts Cost of living union un- 
productivity* | and communications index employment 
nominal realt 

1923-30 3 Bi 3 == 11 
1930-33 3 = 2 1 —=3 19 
1933-37 3 1 +0 2 16 
1937-39 3 5 3 2 10 
1929-39 3 1 1 +0 15 
1945-50 4 8 3 2 3 
1950-53 3 14 6 8 2 


*i.e. Index of the volume of production divided by hours worked. 
t i.e. Index of nominal hourly wages divided by cost of living index. 


Data taken in part from Erik Lundberg, ‘Lénepolitik under full sysselsdttning’ 
(Ekonomisk Tidskrift, 1950). 


It is perhaps more difficult to explain the variations in the level of 
wages. For most of the inter-war period this seemed to be a question 
of secondary importance, however, since wage rates per hour gener- 
ally followed variations in employment, though with a time lag, and 
showed comparatively little variation (the daily wages of the forestry 
workers being among the exceptions). The problem which has been 
of such great importance during the post-war period — the tendency 
for wages to increase more rapidly than productivity — had little 
urgency during the inter-war period. In the light of post-war exper- 
iences, it may be said that the passivity of the wage level was an 
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essential prerequisite for general stability in the price level from 1923 
to 1939. 

No obvious relation can be seen during the years covered by the 
data in Table X between changes in productivity and changes in in- 
dustrial wages. The spread of the changes in money wages is wide 
(from —2 per cent to +14 per cent per year) while industrial produc- 
tivity has increased at an even rate. Changes in real hourly earnings 
show a more even trend, but these also have no close correlation with 
the development of productivity. Industrial productivity increased in 
the 1930s by 3 per cent annually compared with a yearly rise in real 
wages of only 1 per cent. The difference is to be explained partly in 
the existence of great disparities between wages in different sectors of 
the economy. The transfer of workers from low- to high-wage sectors 
(especially from agriculture to industry) naturally involved a con- 
siderable increase in the average wage per employed person (see 
Chapter 1). 

The correlation between the rise of money wage rates and the 
increase in productivity was also slight if the year-by-year changes are 
examined. It seems to be a characteristic of the period before the 
great depression that the years in which relatively large increases of 
productivity occurred (1925-26, 1928-29 and 1930-31) were marked 
by relatively large increases of real wages because of a fall in prices. 
The relatively large increases in nominal wages (an average of 3 per 
cent or more) which occurred in 1924-25, 1929-30, 1936-37 and 
1938-39 occurred in each case after a reduction of unemployment but 
had no apparent connection with changes in productivity. Some of 
the nominal increase in wages which occurred in the last years of the 
1930s was ‘excessive’ relative to the increase in productivity and was 
accompanied by a simultaneous rise in prices. 

During the entire inter-war period the demand for labour was 
always less than its supply. The negotiating power of the workers 
was relatively weak even during years of prosperity, owing to the 
considerable annual increase in the working force and to the high rate 
of unemployment. At the same time the instability of the markets 
resulting from limited buying power and from actual or potential 
foreign competition led to restrictive and cautious attitudes on the 
part of employers. As may be seen from Table X, a large part of the 
increase in real wages which occurred during the inter-war period 
came about as a result of a reduction in the cost of living. The 


1 Some undervaluation of the increase in wages undoubtedly occurred because 
of the successive extension of the statistics to include enterprises with relatively 
low wages. It is unlikely, however, that the error will amount to more than 0.1 
or 0.2 per cent in the average figure for annual wage increases. 
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possibility of price reductions was always present throughout the 
entire period not only in foreign but also in the home markets. These 
circumstances clearly restricted the ability of employers to pay higher 
wages but at the same time limited wage demands from the side of 
labour. 

it was only in the more pronounced changes of business conditions 
that the effects on wages became obvious. The fall in wages during 
1920-22 and 1930-33 was certainly due to the large drop in prices and 
the high unemployment figures. The large increase in wages and the 
introduction of the 8-hour day during the inflation of 1919-20 were 
also significant. It is also possible that the decrease in unemployment 
towards the end of the 1930s — modest though it was — together with 
the rising trend of prices helped to create strong pressure for wage 
increases during those years. But it was not until the advent of the 
post-war conditions of full employment and urisatisfied demand that 
wage determination had become a strategic factor and a dominating 
economic problem. These problems will be discussed in greater detail 
in Chapter x. 


The role of expansionist policies in the 1930s. It may be interesting to 
insert a short concluding note on the role of governmental policy dur- 
ing the 1930s, with reference in particular to the foregoing discussion 
of income formation. As will be shown in greater detail in Chapter v 
the lively debates which took place early in the 1930s led to a change 
of ideas concerning the possible scope of fiscal policy. Instead of the 
passive and deflationary policy which the government had pursued 
during the depression of the 1920s and even in the early 1930s, the 
Social Democratic government, which took office in the autumn of 
1932, followed an active policy of economic expansion. One of the 
ways in which this was put into operation was through an increase of 
governmental investment and of public works financed by loans. By 
affecting incomes and expenditure, the government expected to 
stimulate an expansion of employment. There is no doubt that this 
new approach had great and lasting significance in the development 
of ideas; but the actual measures taken after 1932 were of secondary 
importance in the revival of 1932-34. The expansionist plans were 
impeded by such events as the labour dispute in the building industry 
in 1933-34 and they could not be realized on any large scale until 
1934-35 by which time the trade revival was already past its first stage. 
It is clear that the increase in governmental investments which actually 
came about can have had relatively little influence in the revival of 
business. Both in exports and in private investments the increase in 
gross incomes involved sums many times greater than the actual 
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increase in governmental expenditure on investment. The interesting 
point is, however, that governmental investment continued to rise 
from 1929 until 1935 quite independently of trade fluctuations in the 
private sector. Of far greater importance to the revival which became 
unmistakable in the summer of 1933 was the expansionary effect of a 
combination of exchange and monetary policies, creating the neces- 
sary conditions for the rapid recovery of the private sector of the 
economy. These questions will be taken up for discussion in 
Chapter v. The scope of active fiscal policy will be discussed in 
a more general context in Chapter Ix. 
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CHAPTER III 


PROBLEMS OF ECONOMIC INSTABILITY IN 
SWEDEN SINCE 1945 


Views of post-war prospects. In the last two years of the war, there 
were many discussions in Sweden, as in the U.S.A. and the U.K.., 
of the economic problems which might be expected to arise once the 
war was over. These discussions followed much the same course in 
all three countries. In Sweden the Commission for Post-War Econo- 
mic Planning, under the chairmanship of Professor Myrdal, issued 
reports in 1944 and 1945; other reports which appeared in 1944 were 
that of the Swedish Labour Movement, Arbetarrérelsens efter- 
krigsprogram, and one compiled by the author on behalf of the 
Konjunkturinstitut.? In all these reports the basic problem was as- 
sumed to be the danger that the war would be followed by a serious 
economic depression. 

In the reports of the Myrdal Commission, other possibilities were 
certainly kept well in mind. But it was characteristic of the general 
attitude of the time that the risks of inflation were mentioned only in 
passing; even in the first years after the war when there already was 
inflation, much attention was directed to the problem of maintaining 
employment in face of the current difficulties of obtaining adequate 
supplies of raw materials and fuel for industrial production. The 
inflation was regarded as a transitory stage which would sooner or 
later come to an end; then there would be a serious risk of a severe. 


* The Commission was set up in February 1944 with the task of preparing an 
economic policy designed to meet expected post-war difficulties. The findings of 
the Commission appeared in a series of publications, Utredningar angdende 
ekonomisk efterkrigsplanering; perhaps the clearest and most comprehensive 
exposition is found in Urldtande den 10 maj 1944 éver investeringsutredningens 
betdnkande den 3 april 1944 med forslag till investeringsreservy m.m. and in Betédn- 
kande a 4 oktober 1944 angdende investeringsavvdgningen (part VII, S.O.U., 
1944:57). 

? E. Lundberg, ‘Det svenska naringslivets konjunkturkanslighet’ (Meddelanden 
fran konjunkturinstitutet, Serie B:5), completed in the spring of 1944. 

It should be observed that although the Konjunkturinstitutet is an institution 
financed by the government, like other government offices it has an independent 
status. Since its foundation in 1937 the Institute has worked as a pure research 
organization, publishing economic surveys, theoretical and statistical studies of 
business cycles, etc. Its function and academic standing are indicated by its 
affiliation with the University of Stockholm. 
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depression of the ‘normal pre-war type’, starting with a fall in ex- 
ports.. The main recommendations of the Commission consisted of 
proposals for increasing the effective demand for goods and for 
labour as a means of raising activity in various sectors of the econ- 
omy (e.g. by increases in investment in buildings and construction, 
production for stock, purchases of durable goods, extension of social 
benefits, etc.). 

Most estimates of the post-war economic situation envisaged the 
likelihood of a fall in prices after the end of the war. Thus the Board 
of Directors of the Riksbank wrote of the danger that a fall in prices 
after the war would create depressive tendencies in the economy.’ Any 
fall in prices should be held in check in order to ‘avoid causing a de- 
flation which would create depression’.* 

The report issued by the Konjunkturinstitut in the main took the 
same view as the Myrdal Commission. After an analysis of Swedish 
experiences of business cycles during the inter-war period, the con- 
clusions which were reached concerning the outlook for the future 
were extremely cautious and contained numerous reservations. 
Where precise figures were given, they were described merely as 
‘arithmetical examples’. The last chapter‘ dealt in some detail with 
alternative possibilities: that boom conditions, with increasing prices 
and wages, might continue; that there might be some risk of dis- 
equilibrium in the balance of payments; that the American slump was 
not altogether certain. But certainly the main impression given by 
the text was that the chief matter for concern was the risk that 
demand would not be adequate to maintain a high level of economic 
activity and employment. The investigation concentrated on the pro- 
blem whether exports and investments could be expected to reach a 
volume large enough to create sufficient total demand. The main line 
of argument was that there was a great danger that the conditions 
necessary for the maintenance of economic buoyancy were not likely 
to be fulfilled for very long. It was suggested that the tendency of 


1 See Betdnkande angdende investeringsavvdgningen, p. 80. ‘In view of the pos- 
sible developments to be expected in the U.S.A. and elsewhere, the risk exists that 
a reconstruction boom would gradually be succeeded by a recession which would 
first hit our exports. Such an influence would be counter-balanced, however, by a 
more stable demand for Swedish exports in the U.S.S.R. or in other European 
countries, especially in Scandinavia, for purposes of reconstruction.’ 

2 See the communication of the Board of Directors of the Riksbank of March 
30th, 1944, regarding the directives for State monetary policy cited in Proposition 
Nr. 252, April 1944. : +e 

8 Cf. the statement of the Myrdal Commission on the Riksbank communication, 
op. cit., pp. 10-11. ; 

4 ‘Efterkrigstidens konjunkturbetingelser’ (E. Lundberg, op. cit.), pp. 64-71, 
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the 1930s for exports to cease their expansion would continue in the 
1940s, that the stagnation in population would tend to reduce the 
need for new investment in houses and construction to a level below 
that of the inter-war period, and that it was scarcely to be expected 
that the difference would automatically be made up by a reduction 
of the propensities to save and to import and by increased public 
spending. 

We now know that the actual course of events brought, in the 
main, exactly opposite problems. In almost every branch of the 
economy, effective demand tended, up to 1952 at least, to outstrip 
the current availability of goods, manpower and capital resources. 
Excessive investment needs were constantly being added to excessive 
consumer demand — both private and public — while exports, start- 
ing from a low initial position, showed a continuous expansion. The 
fall in prices which everyone expected never even started; import 
prices fell, it is true, by about 15 per cent from the beginning of 1945 
to the middle of 1946, but this had no effect on the cost of living 
index. The lower costs brought about by cheaper imports and by the 
rise in productivity were cancelled out by increases in other prices and 
in wages. 


ECONOMIC PROBLEMS OF THE EARLY POST-WAR YEARS 


It is interesting to examine the premises on which economic analysis 
was conducted at the end of the war. My own general approach at 
that time proceeded along the following lines:! an economic situation 
which answers most closely to the requirement of full employment — 
in given conditions of population, productivity and prices —pre- 
supposes a certain size of national income; in order to ensure the full- 
est use of productive capacity in the production of consumer goods — 
which is one of the prerequisites for adequate investment activity — 
the national income must be of such a size that effective demand for 
consumer goods is correspondingly large. Since part of the national 
income is not used for the purchase of consumer goods and services 
but for the purchase of imported goods, or is saved either by busi- 
nesses or by private persons, the national income must be corre- 
spondingly larger than consumer expenditure. Equilibrium is achieved 
in the system through the fact that the difference is covered by income 
formation in export production and in investment activity. 

From this starting-point, the concept of a ‘conjuncture-indicator’ 
was introduced, defined as the share of total income formation (1.6; 
of the gross national income) derived from exports and investment 


’ E. Lundberg, op. cit., pp. 60ff. 
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activity; the higher the value of the Indicator, the better the general 
economic conditions. The value of exports and investments in the 
Indicator were corrected for the calculated share of imports. The 
calculations of income formation which were carried out at that time 
were very uncertain on the question of how imports were allocated 
to different uses. For the rough comparisons needed here, this pro- 
blem can be ignored and it is satisfactory enough to work with gross 
figures, i.e. to compare the shares of total exports and investments in 
the gross national product at different times. The following table 
shows the figures for a number of selected years. 


TABLE XI 
THE “CONJUNCTURE INDICATOR’, 1922-53 


Percentage of gross national product Percentage Trade 
change in union un- 
Gross Gross Net bal- wholesale employ- 
Year invest- Exports investment anceon prices dur- ment 
ment* plusex- foreign _—_—ing the _—_(percent- 
ports account year age) 
1922 12.9 15.8 28.7 +1.6 alls 22.9 
1929 17.5 20.4 37:9 jek aS 10.2 
1932 14.8 122 27.0 tale) = 8 22.4 
1937 23.8 17.9 41.7 sbllgd ae 10.8 
1939 235i 14.2 39.9 SLU) +20 on 
1947 28.2 13.1 41.3 —5.8 send: 2.8 
1949 25.8 14.3 40.3 aiailed. ae 2.7 
1950 PARE. 18.6 45.6 +0.5 +16 Pepe 
1951 ifs 24.0 51.1 +2.4 +26 1.8 
1952 28.1 19.4 47.5 +0.4 — 4 2.4 
1953 30.0 17.6 47.6 +0.8 ==> 36) 2.8 


a NT ET 


* Not including changes in stock-holding and net balance of current payments. 


These figures show that in the boom years of the inter-war period, 
1929, 1937 and 1939 (as well as 1920 for which no reliable figures are 
available), the percentage figures for gross investment plus exports — 
i.e. the ‘conjuncture-indicator’ — were considerably higher than in 
the slump years of 1922 and 1932. This of course only confirms the 
general observations in Chapter 11 that the fluctuations in exports and 
investments were greater than those in other sectors of the economy. 
We can now interpret this observation in the light of the foregoing 
argument. The relatively high total demand for goods and services 
during boom years presupposes that income formation from exports 
and investment activity is sufficiently high to offset the amount of 
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imports and savings which occur at the marginal propensities to im- 
port and to save operative at high levels of income and employment. 
Since these marginal propensities will be higher in boom conditions 
than in slump conditions, it follows that a correspondingly higher 
share of income formation must be derived from exports and invest- 
ments. 

The ‘conjuncture-indicator’ shown in Table XI is at a very high 
level for most of the post-war years, though in view of the greater 
prosperity of that period compared with any of the years 1929 or 
1937-39 (at least by the criterion of unemployment figures), it is per- 
haps remarkable that the level is not even higher. But in fact these 
simple percentage figures can provide only a first and very rudi- 
mentary introduction to an analysis of post-war economic conditions. 
In comparisons of these percentage figures for such widely separated 
years, it is important to ask to what extent and in what ways the 
factors influencing imports and savings were different in the post- 
war and inter-war periods. In 1947 there was a deficit in the current 
balance of payments, equivalent to about 6 per cent of the gross 
national product, brought about by a vast expansion of imports. The 
share of the national income taken up by investments was much 
higher in 1947 than during the inter-war period and, according to the 
foregoing analysis, this fact would in itself establish a very high level 
of demand for goods and services. With all productive resources in 
use, such a level of demand would induce a large increase in imports 
and at the same time hold back exports. If the foreign exchange de- 
ficit is subtracted as negative investment, it is found that the per- 
centage of national income which went to gross internal saving was 
lower in 1947 than in 1938-39. It is probable that changes had 
occurred after the war in the determinants of savings and consump- 
tion. The more even distribution of income after tax caused by the 
increase of direct taxation, together with the backlog of demand for 
consumption goods built up during the war, must have reduced the 
propensity to save during the first years after the war. The relevant 
changes are illustrated in the following table. 

The inflationary situation which developed immediately after the 
war reached its climax in 1947. There was a high propensity to con- 
sume for both public and private purposes and investment was boom- 
ing, but as Table XII shows private saving was low both in 1946 and 
1947. The demand for labour and for goods was therefore greater 
than could be satisfied out of current resources. The demand thus 
created led to a deficit in the balance of payments and a rise in prices, 
both of which are seen in Table XI. Excess demand and rising prices 
induced high profits in the Private sector of the economy and 
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high tax receipts. In other words, high profits and a budget surplus 
amounted to compulsory savings which may be regarded ex post 
as the means by which savings were augmented to the extent required 
to make gross savings correspond with gross investments. 

It was characteristic of the inflationary conditions of 1946-47, and 
to some extent of 1948 also, that the high level of profits encouraged 
people to draw up plans for investment which turned out to be more 
ambitious than could be realized in view of the scarcity of labour and 
raw materials. Plans for consumption expenditure and for imports 
in various sectors of the economy similarly tended to exceed the 
potential supply from the productive resources available. The differ- 
ence between planned and actual expenditure created difficult pro- 
blems in 1947-49 when the physical controls imposed on imports, 
investment and prices set limits to the increase in expenditure. In 
these circumstances, the “conjuncture-indicator’ (i.e. the percentage 
figures given above) became an indicator, at least in part, of other 
factors besides the degree of intensity of the boom; it was also influ- 
enced (but to what extent cannot be estimated) by the regulations 
enforced by the various control boards. After 1949 there was a 
considerable relaxation of controls, especially over imports but also 
to some extent over prices (see Chapter x1), and there was again more 
opportunity for the indicator to reflect business cycle changes. The 
intensification of the boom in 1950 was thus marked by a con- 
siderable rise in the “conjuncture-indicator’. 


ECONOMIC CHANGES UNDER CONDITIONS OF INFLA- 
TION, 1945-51 


With these general comments on Swedish economic conditions im- 
mediately after the war, we may now turn to a brief survey of post- 
war economic fluctuations. Table XIII presents the data for the years 
1945-53 corresponding to the series given in Table IX for the inter-war 
period. A comparison of the two tables at once shows a difference in 
economic behaviour. The severe fluctuations in the volume and value 
of exports and, to a less extent, in investment activity in the inter-war 
period were accompanied by considerable fluctuations in industrial 
production, consumption and employment. The post-war period is in 
marked contrast since almost all the items show a continuous rise 
over the whole period. Some of the series — the volume of imports 
and exports and industrial production — do show short set-backs but 
these can hardly be regarded as fluctuations of the same type as the 
pre-1939 business cycles affecting the entire economy. As in other 
countries, the first six or seven years after the war (including the 
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Korean boom) were marked in Sweden by uninterrupted inflation 
and excess demand; the minus signs in Table XIII reflect the exist- 
ence of import controls during the years in question, and in fact no 
cyclical fluctuations occurred. After 1951 the economy achieved 
better balance and thus became more sensitive to change, but even 
then only certain branches were affected. This section of the chapter 
will deal only with the experiences up to 1951. 

As the table shows, exports expanded continually from 1945 to 
1951 both in volume and in value, although at an uneven rate. Invest- 
ment activity also increased steadily although after 1947 the rate of 
increase was slowed down by the imposition of building regulations. 
The figures for real national income and industrial production con- 
firm the impression of steady, undisturbed growth: both expanded 
rapidly and continuously up to 1951 while unemployment remained 
at a very low and stable level (varying between 2 and 3 per cent) 
during the whole period 1946-53. General price movements were also 
very different from those of the seven years which followed the First 
World War; instead of fluctuating as they did between 1918 and 1925, 
prices rose uninterruptedly after 1945, although at varying rates. 

Two main questions now arise. Has the evenness of post-war 
development been due to the absence of serious outside disturbances 
or to greater internal stability? Have any new types or forms of 
instability shown themselves instead? 

Characteristic of economic fluctuations in Sweden since the war 
have been those changes which one might describe as occurring along 
the margins of full employment. The trends of employment and un- 
employment may be considered as a typical example. The aggregate 
figures vary very little. The unemployment figures remained ex- 
tremely low and hardly any economic changes of note can be read 
from them. On the other hand, some of the ‘overtones’ of the full 
employment situation are reflected in the number of applications for 
vacant posts (the number of applicants per 100 vacancies is shown in 
Fig. 6), in the number of newly appointed employees and in the 
number of workers leaving employment in different branches of the 
economy. The details of labour mobility and absenteeism give the 
same kind of information.1 Labour market data of this sort show a 
marked contrast between the situation in 1947, with inflationary 
over-full employment and confusion on the labour market, and that 


1The use which may be made of labour market statistics as indicators of 
economic changes is thoroughly explored in Meddelanden fran Konjunkturin- 
stitutet, Serie A:17, Chapter ix, ‘Arbetsmarknaden’, by Rudolf Meidner. See also, 
by the same author, Svensk arbetsmarknad vid full sysselsiittning (Stockholm, 
1954), Chapter m. 
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in the more balanced boom of 1949. In both years there was ‘full’ 
employment and the unemployment figures were extremely low. But 
the state of the labour market indicates that the ratio between the 
supply of and demand for manpower was much nearer balance in 
1949 than in 1947. 


Fic. 7. NUMBER OF APPLICANTS PER 100 VACANCIES, 1946-54 
Figures adjusted for seasonal variations. 


Applicants Applicants 





1946 1947 1948 1949 1950 1951 1952 1953 1954 


Large changes in the relation between imports and exports may be 
regarded as indicating the same kind of marginal variations around 
‘full demand’ on the commodity markets as the statistics of labour 
mobility show for the variations around ‘full employment’. The series 
for total industrial production and real national income merely in- 
dicate the over-all increase in production which came about in con- 
sequence of technical developments and of the additions which were 
made to productive capacity and to the supply of manpower and raw 
materials. Marginal changes in the disparity between supply and 
demand came out clearly in foreign trade. The growing pressure of 
demand in 1946/47 resulted, as we have seen, in a rapid increase in 
imports while exports increased more slowly. An export surplus of 
over 750 million kronor in the second half of 1945 was transformed in 
1946 into an import surplus of 840 million kronor and in 1947 to one 
of nearly 2000 million kronor — a clear indication of the importance 
of such marginal changes. The consequence was that the country’s 
foreign exchange reserves dwindled rapidly, at the same time as in 
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many sectors of the economy the necessary process of stock re- 
plenishment was taking place after the depletions of war-time. Im- 
port controls were tightened towards the end of 1947 —a fact which 
greatly reduces the value of import statistics as an indication of 
business conditions. Import controls began to be wound up in the 
autumn of 1949 in connection with agreements made for the liberal- 
ization of foreign trade through O.E.E.C. The rapid and more or less 
parallel increase in the volume and prices of exports and imports in 
1949-50 was a significant manifestation of the boom conditions 
which developed during 1950. Its implication will be discussed in a 
later section. 

In view of the various measures of control, changes in the internal 
price level are unreliable as gauges of business conditions. On the 
other hand, the prices of export and import commodities have shown 
marked fluctuations. Since the war there have been changes in the 
terms of trade of great significance for the Swedish economy; these 
changes have been both larger and more rapid than during the inter- 
war period. Thus, the trade statistics show a rise in export prices 
relative to import prices of 15 per cent between 1946 and 1948, fol- 
lowed by a decline of about 15 per cent between then and the second 
quarter of 1950. In 1951 the position improved again and by as much 
as 28 per cent (see Fig. 8). 

These changes in the prices of imports and exports have had great 
importance in determining internal developments within Sweden. 
The general rise in prices abroad and in Sweden in the years 1946-48 
undoubtedly strengthened the inflation mentality inside Sweden dur- 
ing those years. Similarly, the tendency for prices to be relatively 
stable from the end of 1948 to the autumn of 1949 (and to some 
extent in the first half of 1950) contributed to the relaxation of the 
tension during those years. The violent rise in prices from the middle 
of 1950 until towards the end of 1951 and the subsequent reactions — 
severe in some branches of the economy — were obviously bound up 
with the intensification of the boom and the subsequent relaxation. 

Table XIII (p. 64) shows that there have been great variations 
in the rate at which wages have increased since 1945; the largest 
increases have generally occurred in the years which were the most 
conspicuously inflationary —a point to which we shall return in 
Chapter x. 

It was usual in the old business cycle for capital investments to be 
particularly susceptible to economic fluctuations while at the same 
time influencing those fluctuations to a considerable extent. The fact 
that the value of total investment appears to have increased fairly 
regularly since the war (see Table XIII) does not imply that this 
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Fic. 8. SWEDISH FOREIGN TRADE, 1946-54 
Base: 1948 = 100 
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liability to fluctuation has vanished. The propensity to invest, as 
shown for example in applications for building permits, has shown 
large fluctuations, especially within industry; the level in the first 
years after the war was high and rapidly rising, the peak being 
reached in 1946-47; there were signs of slackening in 1948 and 1949, 
but from 1950 the expansion was resumed. The propensity to invest 
was held in check by limitations imposed by the inadequacy of the 
available resources of manpower, machines and materials. In certain 
spheres, governmental regulation restrained or reduced the amount 
of building; the volume of industrial building, for example, was suc- 
cessively reduced by means of controls from the peak level of 1947. 
House building was restricted quite drastically in 1947 and 1948 but 
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was then permitted to rise. It may be noted in passing that the changes 
in the intensity of the building boom are clearly reflected in the speed 
with which houses were built. This is illustrated in Fig. 9 which 
shows the length of time for the construction of houses in densely 
populated areas, according to the monthly figures of completed 
houses. 


Fic. 9. BUILDING TIME FOR HOUSES ACCORDING TO THE MONTHLY FIGURES OF 
COMPLETED HOUSES, 1946-54 
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One characteristic of the post-war years is that stock-holdings have 
been particularly susceptible to fluctuations. Unfortunately, there are 
no reliable Swedish statistics on stock-holdings, especially for the 
first years after the war. Such tentative statistics as are available, 
however, show clear symptoms that investment in stocks was abnor- 
mally high in the years immediately after the war, but slackened from 
1949 until the spring of 1950 since expectations of a fall in prices 
were dominant in important branches of the economy. With the rise 
in prices which occurred in Sweden, as in other countries, after the 
outbreak of the Korean War, there was a great deal of buying both 
in industry and trade (the latter especially) and this brought about a 
large increase in stocks. This inventory boom was followed by a reces- 
sion in 1951, when the general weakening of demand resulted in 
a very large involuntary increase in stocks, especially in the textile 
trades. 

The phases of intensification and relaxation of the post-war boom 
conditions had a counterpart in changes in the ratio between invest- 
ments and savings. There are, however, no direct statistical measures 
of these changes; it is rather a question of the relation between 
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the propensity to invest and the propensity to save. On the changes 
in the propensity to invest we have already commented. Changes in 
savings have been the subject of some rough calculations in the reports 
of the Konjunkturinstitut (see Table XIV): the figures indicate a 
marked decline in personal savings in 1947. The decline in savings 
and increase in investments at that time have to be seen, as mentioned 
above, as a reflection of the accumulated requirements resulting 
from the partial blockade of the war years. As supplies improved it 
became possible for these requirements to be satisfied. After 1947 
private savings increased; in the period of stabilization from the 
autumn of 1948 to the spring of 1950, private consumption quite 
evidently increased less than private incomes after taxation. It may 
similarly be concluded that personal savings fell during the wave 
of price increases which began in the autumn of 1950 and showed a 
definite recovery in 1951 and 1952. 


TABLE XIV 


INCOMES AND SAVINGS OF CONSUMERS, 1946-53 — 
1000 million kronor 


1946 1947 1948 1949 1950 1951 1952 1953 





Consumption expenditure 14.8 16.0 17.5 17.8 19.2 21.7 DP! Oh 
Net insurance premiums 0.4 Oi5ee2 0 5a OlSiew 0:5 = ON ee 09 1.0 


Direct taxation 19 ee 2OALB Bu) ree Sh (i ae Atay eOt4ege.S 
Savings —0.4 +08 +1.3 +1.0. +1.6 +2.7.+2.5 
Total incomes (= total 

expenditure) Thi 19.0 21-9! 22.8 “23:8 28:4 -32,9" © 34.0 


Fe cre a ES 


Construction of table. A hypothetical figure for total incomes of consumers has 
been calculated by adding together total consumption expenditure, direct taxes, 
insurance premiums less compensation payments, and a residual amount deduced 
from this for consumers’ savings. Savings have been taken as 0 in 1946. The total 
of these items (i.e. the total incomes of consumers) is represented by the sum total 
of the share of national income allocated to the consumer sector (as described in 
Meddelanden fran Konjunkturinstitutet, Serie B:13, pp. 17ff). These totals are, in 
the main, totals of wages, incomes from private enterprises, incomes from capital, 
old age pensions and child allowances. For the years 1949-53 total incomes have 
been compiled with the help of the estimated incomes of ‘physical persons’ 
according to taxation figures. Thus after 1946 savings become a residual factor; 
the changes in saving indicated in the table are, within reasonable limits, fairly 
independent of the initial savings hypothesis for 1946. It must be presumed, how- 
ever, that the calculations have a very wide margin of inaccuracy. In order to 
point out the uncertainties, the original calculations (carried out by Ingvar Ohls- 
son) were presented in three alternative forms, based on three different hypotheses 
for 1946. The above table gives the middle alternative of Ohlsson’s analysis. 
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The calculations presented in Table XIV show that personal 
savings have undergone considerable fluctuations since the war. It is 
difficult to estimate to what extent this has also been true of other 
private savings, principally those of business firms. Available 
statistics of profits do not give sufficient information on this subject. 
It is known that profits increased greatly during the peak years of the 
inflation, 1947, 1950 and 1951. It is obvious that the relatively smooth 
progress of investment since the war was financed, though to greatly 
varying degrees, out of business savings. As has been argued above, 
the periods of intensification of the boom in 1946-47 and 1950-51 saw 
a growing tension between the increasing desire to invest and the 
decreasing willingness to save. One manifestation of this state of 
affairs was the greater demand for bank credit. The amount of credit 
granted by the commercial banks increased greatly during these 
years. The rate of increase of bank credit appears to have varied 
according to the changes discussed above in general economic 
conditions. Hence there was a rapid credit expansion during the 
years 1946-47 and 1950-51 and relative stagnation in the intervening 
period. 

This very rough sketch of economic developments in Sweden in the 
years immediately after the end of the war has been sufficient to show 
that the appearance of uniform progress in the data given in Table 
XII conceals significant variations. Marginal changes of the type 
discussed above have been decisive in determining the extent of the 
deviations from what may be regarded as economic balance. In the 
last analysis, the deviations concerned changes in the relation be- 
tween savings and investment, or, from another viewpoint, between 
the total supply of and demand for goods, services and manpower. 
These changes in tension, even while remaining relatively small, have 
been critical for an economy in which virtually the entire resources of 
manpower and productive capacity were fully employed and which had 
only small reserves of stocks and foreign exchange. Thus the intensi- 
fication of the boom in 1947 and 1948 was marked by balance of 
payments difficulties at the same time as the excess demand for goods 
and services tended to create disorganization on the labour market 
and in certain lines of production. These phenomena disappeared quite 
suddenly at the end of 1948 while the usual economic series failed to 
record any significant changes. From the middle of 1950, inflationary 
impulses coming from abroad again gave rise to excess demand for 
goods and labour and to the violent price fluctuations of 1950-52. 
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A THEORETICAL ANALYSIS OF THE HIGH INFLATIONARY 
POTENTIAL OF THE SWEDISH ECONOMY 


The transmission of price changes in a simple model. Fig. 10 shows the 
movements of prices and wages in Sweden between 1946 and 1954. 
The magnitude and persistence of post-war rise in prices constitute a 
phenomenon without any counterpart in the inter-war period. In 
three years, 1949-52, wholesale prices rose by 47 per cent, the cost of 
living by 27 per cent, and the level of industrial wages by 45-50 per 
cent. The internal process of price and wage increases was set in 
motion by the large increase in import and export prices, beginning 
with the depreciation of the krona in September 1949 (following the 
£) and rapidly accelerated by the Korean boom from the middle of 
1950. 


Fic. 10. MOVEMENTS OF PRICES, COST OF LIVING AND WAGES IN SWEDEN, 1946-54 
Index: 1948 = 100 
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Wholesale, export and import prices are according to the index of the Board of 
Trade and Shipping; wages of industrial workers according to the Social Board’s 
quarterly index of the average hourly earnings of male industrial workers; cost 
of living according to the Social Board’s index. 


The next task is to attempt a theoretical account of the chain of 
events in the inflationary process which followed the outbreak of the 
Korean War. If the minor deviations are ignored, both import and 
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export prices increased from 1949 to 1952 by about 50 per cent.’ 
How is such a parallel rise of import and export prices likely to 
influence internal prices? Increased import prices bring about higher 
costs of production, which in turn, via different branches of industry 
and trade, lead to increased retail prices. Owing to a combination of 
circumstances there will usually be a considerable delay before the full 
effects of an increase in import costs are felt in the prices paid by 
consumers, but this does not alter the main lines of argument fol- 
lowed in this analysis. In view of the ratio between the volume of 
imports and of gross national income the ultimate average increase in 
prices resulting from 50 per cent higher import costs should be about 
10 per cent. It is important to observe that this rise in prices does not 
reflect any decline in the country’s productivity since we have pre- 
supposed a parallel increase in export prices. The terms of trade are 
not affected by the price rise and there is no change in real national 
income for this reason. ‘The consequence of the rise in import and 
export prices is a redistribution of incomes to the advantage of 
export firms and to the disadvantage of the rest of the com- 
munity. By the time the rise in import prices reaches the final stages 
of consumption and investment, the effect is the same as that of an 
indirect tax taking income away from consumers and handing it over 
to export concerns.’ 

Since the increase of prices does not imply that real national in- 
come has been reduced, there is adequate ‘monetary space’ to permit 
wages to rise. In this example, a rise of 10 per cent (or, if one takes 
into consideration the normal annual increase in productivity, say 
12 per cent) in the level of incomes would give sufficient compensa- 
tion without leading inevitably to inflationary pressure on demand. 
An appropriate increase in nominal wages (and other incomes) would 
tend to offset the original redistribution of income. It must be expec- 
ted, however, that this increase of wages and incomes will be concen- 
trated in those sectors of the economy in which profits had increased 
as a result of the original increase of export prices. Otherwise new 
complications arise. The result is then that the nominal national 
income has increased, by 10 per cent in this example, in consequence 
of the rise of import and export prices, and that the high profits in the 
export industries have provided ‘space’ for wage increases that in 
theory may be used without any further effect on the price level. 


* See the chart. This figure corresponds with the actual rise from 1949-52 in the 
average unit value index for exports and imports according to the trade statistics. 
The very high nominal quotations of pulp and paper included in the price indexes 
in the diagram are, of course, far above the average unit values of actual exports. 

* See discussion of the framing of the problem in Chapter x. 


72 


PROBLEMS OF ECONOMIC INSTABILITY 


One can interpret such a nominal increase of wages and incomes of 
unusual magnitude in one sector of the economy as a refusal to 
accept the redistribution of incomes which the foreign price rise had 
caused. A wage increase of the sort illustrated in this example need 
not lead to a subsequent general rise in prices; all that is involved is a 
non-recurrent upward displacement of the price level, the extent of 
which is determined by the international rise in prices. 

This highly simplified analysis of the price mechanism reveals a 
fundamental element in the sequence of events which determined 
price and wage movements after the outbreak of the Korean War, 
i.e. it explains the effects on the redistribution of income of a more or 
less parallel rise in import and export prices and indicates what wage 
reactions may subsequently occur in order to restore the original ratio 
of profits to wages. Further complications must now be considered if 
the analysis is to appear realistic. Foreign price increases influence the 
Swedish economy in several ways. It is not only a question of a direct 
increase in the price of exported goods and the vertical transmission 
of higher import costs through the price system. An important feature 
of the inflation in 1950 and 1951 was the horizontal transmission of 
the higher prices, not directly determined by increased costs. This 
horizontal transmission of price increases arises quite simply from 
the fact that the higher prices which are obtained for export goods 
and which have to be paid for import goods influence the prices 
received for the same or similar goods produced inside Sweden and 
sold in Swedish markets. Thus the initial discrepancies between the 
prices of the same or similar goods produced for export on the one 
hand and for the internal market on the other tend to be evened out. 
It is true that the impact of price increases of this sort may be delayed 
or prevented altogether by means of price controls; indeed it could be 
and was argued that from the point of view of profitability it should 
have been possible to sell many of Sweden’s export goods on the 
home market at very low prices in 1950 and 1951 simply because the 
high export profits have covered the losses. The price system does 
not, however, function in this way. Too great a discrepancy between 
internal and external prices would lead to an increase of exports at 
the expense of the home market; this would induce a shortage of the 
goods in question and thus tend to force up the internal price to a 
level corresponding to that of the export price. Even with a stringent 
system of price controls it is impossible to allow the discrepancies to 
become very great without resorting to physical regulations of exports 
and consumption. Of course there will often be a considerable time- 
lag before internal prices are adjusted to the new general level. Old 
contracts and the fear of losing customers’ goodwill may delay the 
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process. Similar effects will occur on the import side: if foreign prices 
rise so that the price of imported semi- or final manufactures becomes 
considerably higher than that of corresponding home-produced 
goods, there will tend to be a similar levelling process with the prices 
of the home-produced goods rising, though again usually after a 
time-lag of varying length. 

This horizontal transmission of the higher prices will tend to force 
the internal price level up to a considerably greater extent than was 
indicated in the original example. The internal prices of goods which 
are substitutes for, or complementary to, import and export goods 
will gradually be forced up towards an equilibrium level. As the price 
increases are transmitted in this way, more ‘space’ is created for wage 
increases which still do not, even in this example, necessarily add 
anything to the final extent of the price rise. As in the first example, the 
rise in prices involves a redistribution of incomes for the benefit of all 
firms producing the goods in question and thus obtaining an increase 
in their profits. The subsequent increase in wages and other incomes 
works towards a restoration of the original distribution of income 
and does not involve any necessity for prices to be forced up still 
higher; the final position of equilibrium would be reached when 
the entire price and income level has been readjusted, at the existing 
rates of exchange, in accordance with the higher prices abroad. 


‘Space’ for wage increases. An important conclusion from the above 
reasoning is that a more stable wage level would not of itself check the 
process of price inflation and eventually bring it to a halt at a lower 
level. In conditions of full employment, a temporary lag of wages 
behind retail prices might, through a lowering of real wages, cause a 
contraction of internal demand. On the other hand, the higher 
import and export prices point to the possibility that in such a situa- 
tion exports will be increased and imports decreased. The creation of 
a surplus in the current balance of payments will then provide the 
additional demand needed to preserve the high internal price level 
despite the lag in wages. 

In this extremely simplified model, the assumption was made that 
all import and export prices rose by 50 per cent at the same time; two 
situations were compared, before and after the rise in prices. In actual 
fact the movements of import and export prices in the Korean infla- 
tion were very irregular. The prices which rose first and most rapidly 
on the world markets were, of course, those of raw materials, fuel 
and freights; the prices of manufactured goods rose slowly and only 
after a considerably time lag. The prices of certain raw materials 
which were forced up quite extraordinarily at the beginning of 1951 
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subsequently declined, while at the same time foreign prices for 
manufactures tended to rise; the result was that price relations tended 
to be evened out to some extent in the course of 1952. In view of this 
lack of uniformity in price movements, a very uneven profit situation 
arose. There were marked differences among the exporting indus- 
tries, especially between raw material producers (e.g. sawmills) and 
engineering, but there were also great variations among the different 
branches of the economy producing mainly for the home market. 
Manufacturing industries were differently affected by varying 
increases in import costs; similarly, the extent to which they exper- 
ienced the effects of the horizontal price spread varied according to 
the size of the increase of import prices for comparable or substi- 
tutable manufactures. 

The lack of uniformity of the price changes thus led to the great 
divergencies in the internal economic situation in 1951. The unusually 
high profits in the forest industries, especially in the pulp section, 
existed alongside more normal conditions in other export industries 
where competition continued to be severe and prices did not rise to 
any substantial extent.! The international price increases of 1951 
primarily affected costs of production in many home industries (e.g. 
footwear, textiles, chocolate) and there was no possibility of raising 
prices sufficiently to cover the increased cost of materials and labour. 
The consequence was a constriction of profit margins in these indus- 
tries. 

For the very reason that the changes in prices and profits were so 
irregular, the general increase of wages which occurred in 1951 and 
1952 could only to a limited extent take on the character outlined 
above, i.e. of a passive use of the space created by higher profits. The 
large wage increases in the forest industries certainly made use of 
only a fraction of the space provided by the enormous profits which 
were forthcoming. In other spheres (e.g. large sectors of home indus- 
tries, agriculture and trade) the space for wage increases had not 
expanded — or had even decreased in consequence of higher import 
costs — but large wage increases nevertheless occurred. Although 
their motivation mainly arose out of the need for compensation 
for the rising cost of living, these increases did involve an extra im- 
pulse towards a further increase in prices. The amount of the wage 
increases could not be adjusted according to the profitability of each 
branch of activity. A general wage increase, although only sufficient 
to compensate for the direct effects on the cost of living of the 
increase of import and export prices, thus pushed internal prices up 

1 The disparities were only to a limited extent reduced by the export fees which 
were levied on various wood products during 1951. 
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still further. In many branches of the economy the effect was therefore 
to set in motion a spiral of rising wages and prices and thus to create 
an independent internal inflation which raised general prices to a 
level higher than that which — in accordance with the foregoing theo- 
retical model —had been dictated by the increase of world prices. 


The cumulative process of price and wage increases. The above analysis 
of the pattern of the transfer of price increases shows the way in which 
developments enforce strong demands for higher wages from the 
side of the trade unions. Relatively moderate wage increases would, 
in a development of the type indicated here, cause real wages to fall 
despite a constant or rising real national income, and would thus 
involve a redistribution of income to the disadvantage of wage 
earners. The size of the wage increases which need to be granted in 
order to compensate for the price rise and to restore the initial dis- 
tribution of income depends upon a number of circumstances. This 
will be discussed in detail in Chapter x when the implications for 
economic policy of wage determination under conditions of full 
employment are discussed. The dynamics of inflation in the Swedish 
economy are clearly illustrated by the fact that the extraordinary rise 
in nominal wages in industry in 1951 (of about 21 per cent) was barely 
sufficient to offset the concurrent rise in the cost of living (of nearly 
20 per cent). The considerable increase in wages needed to compen- 
sate wage earners for the effects of the horizontal and vertical spread 
of the international price increases resulted in a consequential 
increase in prices because of the ‘uneven space’ for wage increases; 
this effect was perhaps especially noticeable with agricultural products 
where the method of state price regulation automatically binds wages 
and prices together. The cumulative internal process of price and 
wage increases still continued to a considerable extent during 1952, 
long after the rise of import and export prices had ceased (see Fig. 
10). Industrial wages rose by 19 per cent in 1952 at the same time as 
agricultural prices were raised by 13 per cent. 


Effective demand and the supply of credit. It is quite natural that a 
process of rising prices and wages of the type discussed here is un- 
stable and indeterminate within wide margins. It is conceivable that 
the internal price rise — given the extent of the rise of import and 
export prices — would have been more rapid than it actually was, if 
the increased costs throughout the economy had been more com- : 
pletely and more rapidly passed on. The horizontal effects would also 

1When calculated according to the figure of retained wages (i.e. after the 


deduction of income tax) the wage increase shows an unchanged standard. For a 
more detailed analysis see Chapter x, pp. 238-45. 
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have been felt more quickly and the whole cumulative process of 
price and wage increases would have been steeper. To the above 
model of a cumulative rise of prices and wages could be added the 
element of speculation in the continuance of the rapid price rise. _ 
Speculation of this sort would have caused sellers to pass on expected 
cost increases in advance, while the resistance of buyers to price 
increases would have been weakened for the very same reason. 

However, the sequence of rising prices and wages is not simply 
determined by technical and psychological factors; it is also con- 
ditioned to a great extent by factors determining effective demand and 
specifically by the supply of credit. It is especially true when economic 
development is very irregular that buyers’ resistance to increasing 
costs and prices may act at different points as an effective brake and 
make the process slower than the initial rise in the cost of imported 
materials and of labour would otherwise imply. The reactions may be 
illustrated with reference to the simple model outlined on page 72. 
A parallel rise of 50 per cent in import and export prices is assumed 
to cause a cost-determined inflation of the internal price levels. A 
general rise in wages, say of 20 per cent, is then superimposed. How 
will these price and wage increases influence effective demand for 
consumer goods? Will consumers’ expenditure rise sufficiently to 
enable the prices of goods and services to be increased to a level which 
will on average be high enough to cover the increased costs? The 
higher price of imported goods involves, in terms of the imports of 
1950 (of the value of 6000 million kronor), an annual increase in 
costs of about 3000 million kronor. The further increase of 20 per cent 
due to wage increases may involve increased costs of another 3000 
million kronor. About two-thirds of the total increase in costs due 
both to higher import costs and higher wages — or, say 4000 million 
kronor — can be assumed to apply to the production of consumption 
goods and services. Disposable incomes after taxes have, however, 
risen less than the total increase of wages (since the income tax is 
progressive) but at the same time there will be a certain amount of 
additional income coming from higher dividends and in particular 
from the higher incomes of farmers and forestry-workers. With 
reasonable allowance made for these factors and for some increase in 
saving, consumer demand may be expected to rise by between 2000 
and 3000 million kronor while total costs in the production of con- 
sumer goods have increased by 4000 million kronor." 


1 This type of calculation — as a means of assessing surplus or deficit demand 
— is discussed more fully in Chapter vu. Here, a simple example of this kind of 
analysis is given as an introduction to the kind of policy problems to be discussed 
in later chapters. 
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Higher import costs together with the induced wage increases in 
this way tend to create a deficit in demand which in the example given 
is of considerable size. If this tendency becomes marked when the 
prices of import and export goods are rising rapidly, buyers will begin 
to resist the higher prices of consumer goods. In other words effective 
demand is inadequate to meet the higher costs. The result will be 
either that the price increases caused by higher costs cannot be passed 
on in increased prices for consumer goods so that profit margins are 
reduced and savings fall by a corresponding amount; or, if the price 
rises are passed on, that demand will be inadequate, leading to 
an involuntary increase of stocks. The investment in stocks which 
thus comes about in a sense provides employment for the increase 
in savings that follows from the rise in profits. 

It should be noted that the effect illustrated above is largely deter- 
mined by the fact that the initial large increase in prices is non- 
recurrent and has the effect of changing the distribution of profits and 
other incomes. If the process is slower and more gradual, e.g. if the 
increase is at a rate of 5-10 per cent per year, there will be time for the 
internal levels of prices, wages and consumption expenditure to 
become adjusted: to the international prices. Large disparities be- 
tween prices, arising quite suddenly and unexpectedly, create instabil- 
ity in the economy. They will very probably lead to a deficiency in 
demand which will act as a brake on the process of inflation. One 
essential factor in the dynamic interplay of foreign prices and internal 
wages and prices is, however, the fact that consumer resistance, re- 
sulting from an uneven development of incomes, is undependable 
and may be offset by changes in the relation between savings and 
investment. 

A very important consideration in this context is the position of the 
banks. As has been maintained above, the course of events during 
1950-51 was characterized by a very uneven distribution of profits, 
and specifically by the marked diversion of profits away from home 
enterprises into export industries. Business savings thus came to be 
concentrated very largely in the export sector, and in particular in 
the forest industries. The great increase in the receipts from corporate 
and personal income taxes which came with the inflation as well as 
from the export fees introduced in 1951, also created large govern- 
ment savings in the form of a record budget surplus in the 


1 See Birger Hellstrom, ‘Industrins bruttosparande och bruttoinvesteringar, 
1950-51’, an investigation using the profit figures of the Central Statistical Bureau; 
the study shows the relationship between gross savings and gross investments 


in different branches of industry in 1950 and 1951 (Meddelanden fran konjunk- 
turinstitutet, Serie A22:, Appendix 1). 
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financial year 1951/52. The large increase in saving by export in- 
dustries and the government was the counterpart to the deficit in 
consumer demand as discussed above.1 The relative decline in 
profitability in other spheres of the economy consequent upon the 
redirection of the streams of payments within the economy brought 
with it an increased need for credit. The contraction of profit mar- 
gins and the increase of stocks in several branches of industry pro- 
ducing for internal markets made it more difficult for these firms to 
finance current investment expenditure out of their own resources, at 
a time when general conditions encouraged investment but at the 
same time increased its cost. The large expansion of credit during 
1951 tended to ease the tensions created by the uneven distribution of 
profits and savings. The risks involved in borrowing seem to decline 
as expectations arise of general price increases. 

The friction between the movements of prices and incomes can 
thus be eliminated by ‘oiling’ the economic machinery with a good 
supply of money and credit. The process of rising import costs and 
wages can thereby more easily be followed through to its end, and 
even the horizontal spread of prices proceeds more smoothly. There 
will be less friction still if, as long as prices continue to increase, the 
supply of credit remains elastic enough to permit a considerable 
increase in the volume of investment, as it actually did in 1950-51, 
since this would create the necessary expansion of total demand. In 
the above model of the transfer of price changes, it was concluded 
that the greater profits realized in the process of price inflation would 
not cause investment to expand to any large extent since they were 
highly concentrated in certain sectors. Only a fraction of the in- 
creased profits in the sectors affected, as well as of the government’s 
large budget surplus, would be used to increase investments and 
incomes. The conclusion is therefore that the braking effect which 
arises from the.redistribution of incomes and savings in an inflation 
caused by rapidly rising import and export prices, may under certain 
conditions be destroyed by an expansive credit policy. 

In putting forward this interpretation of the forces determining 
the rapid rise of prices and wages in 1950-52, I have intended to draw 
attention to certain important problems of economic policy which 
will be discussed in the remainder of this work. Obviously the 
policies actually pursued must have influenced the developments 
which have been recorded in this chapter. My interpretation of the 
course of events can therefore be considered more fully first when the 
problems around the ends and the means of economic policy have 
first been brought into the picture. 

1 See also Chapter vim, pp. 202-9, 
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THE CHANGE IN ECONOMIC CONDITIONS, 1951-54 


The severe inflation which followed the outbreak of the Korean War 
was followed in Sweden as in many other countries by a mild reces- 
sion. Certain similarities could in fact be seen with the business cycle 
pattern of the inter-war period. The Swedish economy again had its 
full share of the international fluctuations: in the upswing prices and 
wages reacted very sensitively to the international movements and in 
the mild recession certain branches of exports and home industries 
were particularly affected. 

It is quite clear that the earlier rapid increase of real national in- 
come came to a halt in 1951-53: gross national income in real terms 
showed a rate of increase of about 2 per cent per year during those 
years compared with about 5 per cent during the years 1946-50.* 
Thus the year 1951 marked an important break in economic trends; 
this was especially noticeable in the development of industrial 
production, as may be seen from the following table. 

As in other countries, market conditions deteriorated during 1951 
for certain consumer industries (especially footwear, textiles and 
clothing) while the inflationary boom continued in the heavy indus- 
tries and in various export industries, with a violent rise in the prices 
of paper and pulp especially. While conditions in the forest indus- 
tries were quite exceptional, with abnormally high profits and 
operations at full capacity, production declined in various home 
industries because of rising costs for raw materials and labour and 
increasing sales resistance. As sales fell in the home market, an 
‘involuntary’ accumulation of stocks occurred and the higher costs 
could not be met. The situation pictured in the model analysis 
presented in the preceding section thus in fact came about. 

From the autumn of 1951 and during 1952 the recession in textiles 
and other domestic industries was extended to wider areas of the 
economy, even including the forest industries. Exports of pulp, paper 
and to some extent saw-mill products were affected by a delayed 
‘inventory crisis’. The large rise in the prices of these products in 
1950 and 1951 had induced speculative buying and stockpiling by 
customers abroad and the long duration of the sellers’ boom ob- 


1 There was only a very slow increase in the population of the ages 15-65 years 
(2.5 per cent during the period 1946-53) but this increase in the Jabour force was 
almost completely offset by an increase in the statutory minimum length of holi- 
days from two to three weeks. These figures thus give some idea of the increase in 
productivity. There is a discussion in Chapter vu of the extent to which errors in 
PA inci a of national income during different phases can affect the 

ndings. 
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viously increased the difficulties of readjustment. When the prices of 
these products began to fall rapidly, speculation arose in a continued 
fall at a time when most customers held sufficient stocks to allow 
them to bide their time. The position was aggravated by the fact that 
the productive capacity of the paper and pulp industries had grown 
in recent years in several countries (especially the U.S.A.) while 
exchange difficulties in many of Sweden’s foreign markets implied 
new and more stringent import regulations. Other important export 
industries one after the other began to feel a weakening of foreign 
markets during 1952 and 1953; the engineering industries from the 
end of 1952, iron and steel and iron ore from the middle of 1953. 

In this mild industrial recession — or, more correctly, the modera- 
tion of the boom — from the autumn of 1951, various features were 
to be seen which resembled the ‘normal’ pattern of Swedish 
business cycle recessions found in the inter-war period. Stock invest- 
ments again reacted sensitively to the sharp fluctuations of inter- 
national prices. There was the contraction of market opportunities 
for Swedish exports, above all for forest products. At the same time, 
increased competition from imports had a damping effect on internal 
market conditions, affecting textiles in 1951 and iron and steel in 
1953. A mild deterioration of the balance of payments position 
followed, from a surplus of about 950 million kronor in 1951 to one 
of about 200 millions in 1952 and 300 millions in 1953, largely 
a result of a reversal of the terms of trade (see Fig. 8, p. 67). 

As on previous occasions, the factors determining the state of the 
internal economy remained remarkably stable. Although house- 
building and investment in industry contracted somewhat, total 
investment activity was maintained. House-building activity was 
about 10 per cent lower in 1951 than in 1950 owing to a serious 
shortage of building workers and the high prices of building mater- 
iais. Industrial investments fell during 1952 and 1953 (by some 15 per 
cent compared with 1950) because of increased competition on both 
foreign and home markets and the somewhat poor profit expecta- 
tions in various branches during these years. These tendencies, 
however, were more than offset by a continuous and rapid expansion 
of public investment in all fields, expenditure increasing by more than 
one-third between 1950 and 1953. As shown in Table XIV private 
consumption expenditure was also expanding during these years and 
therefore —as in the inter-war period —contributed to general 
stability. 

Since unemployment was kept at a very low level and real earnings 
were increasing (see Table X, p. 52) it was natural that consumers’ 
expenditure should have continued to grow in this way. The changes 
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in private savings shown in the very rough calculations in the same 
table have not seriously disturbed the general picture. This stability 
in the total volume of private consumption, however, should not be 
allowed to conceal important changes in the type of consumption. 
As in many other countries the increase in private consumption 
since 1950 has been concentrated on services and still more on dur- 
able goods; new registrations of privately owned motor cars increased 
by 50 per cent in both 1953 and 1954. On the other hand purchases 
of textiles and clothing have slowly tended to stagnate and home 
production has had a declining share of the market. 


SUMMARY 


We may now summarize the findings of this survey of the general 
economic fluctuations which have occurred in Sweden since the war. 
Total production has not shown cyclical fluctuations during the 
post-war period; only the rate of expansion seems to have varied. 
During the period 1946-50 the gross national income in real terms ex- 
panded by nearly 5 per cent per year but during 1950-53 by only about 
2 per cent. During 1954, however, the rate of expansion, according 
to preliminary calculations, again seems to have regained its earlier 
momentum. Within the framework of continuously high employment 
and unbroken expansion, economic fluctuations have been of two 
types: (1) While full employment has been maintained there have 
been alternating periods of inflationary pressure separated by inter- 
vals of economic balance, (2) cyclical variations in production and 
employment have occurred in particular sectors of the Swedish 
economy. The periods of inflation were the years 1946-47 and 1950-51 
and there were certain signs that a new inflationary disturbance was 
developing during 1954 owing to the very rapid expansion of total 
demand, coming to the surface in 1955 in the form of inflated wage 
increases. 

An interesting feature of the post-war experiences is the recession 
and subsequent revival of different industries after the Korean boom. 
The differences in the timing of these fluctuations in production 
brought about a certain equalizing effect on total production. Employ- 
ment and production began to decline in textiles in the autumn of 1951 
and a little later in the wood industries but the decline was offset by 
the continued expansion of the heavy industries. And when setbacks 
occurred in engineering at the end of 1952 and in the iron industries 
in the middle of 1953 the textile and wood industries had by then 
begun to revive. In 1954 when engineering and later the iron works 
expanded again the textile industries experienced a new setback. 
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In this way only limited sectors of the economy at a time showed 
clear signs of economic fluctuations. The overlap in time was such 
that there was little risk of the development of cumulative tendencies 
of declining production, incomes and demand. In fact these output 
and price disturbances were international and very similar move- 
ments of industrial production were to be found in the other countries 
of Western Europe. The outside influences on the Swedish economy 
have been transmitted, as in the past, via variations in the volume and 
prices of foreign trade. Changes in private investments in stocks, 
buildings and machinery have played an important role, reaching 
peaks in the inflated boom years of 1947, 1951 and probably in 1954- 
1955 also. 

Total private consumption in real terms expanded steadily over the 
whole period. The rate of growth has been slow, however, compared 
with that of total public expenditure (by both central and local 
government). According to the national income calculations made by 
the Konjunkturinstitut public expenditure on goods and services (at 
constant prices) shows a rate of expansion of 8 per cent per year 
throughout the period 1946-53, compared with 2 per cent for private 
expenditure. 

The new and most interesting feature of the pattern of the Swedish 
economic development after the Second World War is, of course, the 
strong tendency towards inflation. The picture is of a full employ- 
ment economy expanding rapidly at an annual rate of growth (mea- 
sured in real terms) which was on the average about 50 per cent faster 
than between the wars. Disturbances to the economy from an extra 
increase of demand and from rising export and import prices have 
repeatedly produced strong inflationary reactions, resulting in excess 
demand for goods and labour and a rapid rise of prices and wages. 
In 1947 the result was also a large deficit in the balance of payments 
and heavy drain on the foreign exchange reserves. The full employ- 
ment and rapid expansion of the Swedish economy during the post- 
war years certainly represents a great improvement over pre-war 
conditions but it has been achieved at the cost of great instability in 
the value of money. The general price level (referring to the gross 
national income) has been increasing since 1946 at an average rate of 
5.5 per cent per year and hourly earnings in industry have more than 
doubled over this period. The economic policy carried out by the 
Swedish government and the Riksbank has very evidently not been 
very successful in achieving some of its objectives, especially that of 
preserving the value of money and preventing over-expansion. 
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CHAPTER IV 


THE ENDS AND MEANS OF ECONOMIC 
POLICY. 


The concept of economic policy. The private individual and the busi- 
ness firm may both be said to pursue an economic policy in all senses 
of the term. Economic actions on the part of individuals or firms are 
based on plans aimed at the accomplishment of certain objects (e.g. 
the satisfaction of needs or the maximization of profits). Both have to 
decide how their aims may best be achieved and therefore need to 
know certain relevant facts and relationships. This book, however, is 
only concerned with the economic policy of governments and govern- 
mental institutions intended to influence general economic develop- 
ments in one way or another. The task is to examine in what ways the 
economic policies pursued by the Swedish government and Riksdag, 
by the Riksbank and by governmental Boards affect or determine the 
general conditions under which individuals or firms, or organizations 
of either, take their own economic decisions and economic actions. 
The expression ‘economic policy’ is therefore used here only in the 
‘broadest sense of state or public economic policy. Not all forms of 
state economic policy will be considered. Attention will be focused 
on those types of economic policy which aim at fundamentally influ- 
encing short-term developments within the nation’s entire economy.’ 

State economic policy may be discussed under three headings: 
(1) the ends or objects of policy, ie. the situation or development 
which the government seeks to bring about; (2) the means used to 
achieve these objects; and (3) those aspects of economic theory which 
indicate the relation between the ends and the means. 


The formulation of ends. Let me first pass a few general remarks about 
these three basic criteria. The objects of policy may be formulated in 
a number of ways and with differing degrees of precision. One may 
state quite vaguely, for example, that the aim is to raise the national 
income, to promote economic expansion, to bring about social 
justice or to increase the amount of systematic planning. It is usually 
not difficult to reach agreement on such extremely general and im- 
precise statements. The vagueness of the aim leaves plenty of room 
for individuals and groups to interpret the statement in accordance 
1] find myself unable to define the boundaries of this investigation more pre- 
cisely but I hope that they will emerge more clearly as the argument proceeds. 
85 


BUSINESS CYCLES AND ECONOMIC POLICY 


with their own particular interests. The possibilities of differences of 
opinion increase as greater precision is given to the formulation of 
aims — if, for example, the object of economic policy is stated to be 
the stabilization of the value of money, the creation of economic 
equilibrium, the achievement or maintenance of full employment or 
the smoothing of the trade cycle. It is still possible, however, to inter- 
pret differently more precise statements of this sort. Arguments may 
arise concerning the meaning of such concepts as constant value of 
money or full employment. 

It is possible, however, to express the objects of economic policy 
quite unequivocally, with the intention specified in precise terms. The 
aim has often been during the last thirty years quite simply to attain 
or maintain a given rate of exchange for the krona in relation to 
other currencies (the pound or dollar). Obviously in a case of this sort 
the aim is specific and there can hardly be any misunderstanding. 
Nevertheless differences of opinion may certainly arise concerning 
the most effective method of achieving the object. Another good 
example would be that although people were generally agreed upon 
the desirability of solving the housing shortage, yet there were dis- 
agreements as to how it should be done. Similarly, the demand in 
recent years for the abolition of detailed regulations may appear to 
establish a quite specific object of policy but in fact it is extremely 
vague. The very meaning of the term regulation is ambiguous. Some- 
times it merely becomes a question of substituting one set of regula- 
tions for another. 


Conflicting aims. Other complications arise in formulating the objects 
of economic policy beside vagueness and the possibility of differing 
interpretations. It is not always possible to set up one single aim. One 
target may predominate among several others of secondary impor- 
tance. The different aims may conflict with one another. If so the 
interpretation and appraisal of the economic policy will obviously be- 
come complicated. 

Many examples could be given of conflicts between economic aims. 
The simplest is the recurrent theme of the conflict between the desire 
for a more even distribution of income and the demand for high 
productivity. In general, people will work harder, save more, be 
readier to undertake risky investments if they expect that by so doing 
they will add considerably to their incomes or increase their wealth. 
But from the point of view of social justice, the result may be con- 
sidered undesirable if the policy of increasing production leads to a 
less equal distribution of income and wealth. 

During the post-war period the aim of economic policy has been to 
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maintain full employment. But this aim often conflicted with the 
desire to stabilize prices although this was also proclaimed to be 
an object of policy. What has happened since the war is that when the 
two declared aims have come into conflict, one of them — hitherto 
usually the stabilization of prices — has been relegated to a secondary 
position. Conflict may also arise between the attempt to maintain the 
krona at a fixed parity and the desire for internal economic stability. 
For some years after the First World War economic policy con- 
sciously aimed at restoring the old gold parity of the krona. This 
involved deflationary policies which were at variance with the con- 
current desire for economic stability; the latter, though certainly not 
finding as.clear expression as nowadays, nevertheless was already in 
existence. A third example of conflict between the aims of economic 
policy — one which was promiuent from 1945 until the outbreak of 
the Korean War and which may return to prominence — is the desir- 
ability on the one hand of removing governmental regulations such 
as price and investment controls, and on the other of combining full 
employment with a fairly stable value of money. Many people con- 
sidered the retention of certain regulations to be a necessary pre- 
requisite for long-term full employment, and in consequence the 
lifting of such controls, though regarded as desirable in itself, was 
temporarily pushed into the background as being of secondary im- 
portance. 


Methods of governmental intervention. Governments may attempt to 
achieve their economic objectives by either general or specific means. 
They may adopt general measures of the type involved in the more 
orthodox monetary, exchange or fiscal policies; or they may use 
policies involving specific intervention, usually associated with the 
name of ‘regulations’ or ‘physical controls’. Measures of the first 
type are intended to create general conditions conducive to the sort 
of economic development thought desirable without the necessity of 
resorting to far-reaching and detailed regulations which directly 
affect the affairs of private firms and individuals. The second main 
type, e.g. price and import controls, building and similar regula- 
tions, sets out to prescribe the nature and size of individual transac- 
tions, allocating, for example, the quantity of imports to each im- 
porter, specifying the exact prices to be paid, etc. As will be seen in 
the next chapter, the dividing line between general and specific 
methods of intervention is not always clearly definable. 


Relationship between ends and means. The relationship between the 

object aimed at and the means adopted is of great significance. One 

must examine in particular the ideas held by the policy-making 
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authorities concerning the workings of the economic system, or in 
other words the theory, no matter how primitive, on which the 
measures of economic policy are based. Policy decisions have in each 
case to be based on an analysis of existing conditions and an attempt 
to assess the possibilities of future developments, as well as on an 
estimate of the effects of the different measures of intervention in the 
economy. In order to judge whether the means in question are likely 
to lead to the intended goal, one must have some sort of theory which 
provides both a basis for prognostication and a clear picture of the 
causal relationships. Theoretical interpretations of the link between 
ends and means are unavoidable. They may be extremely rudiment- 
ary (‘If we don’t do something matters will get out of hand’) or merely 
recall past experiences (‘that’s how it was last time’), or may be 
highly sophisticated appraisals based on economic theory. 

One of the main criteria by which one can judge the nature of 
economic policy is the conception of economic causality on which the 
policy is based. An interesting complication which arises is that as 
conceptions of economic causality differ, so will opinions as to the 
most appropriate means to reach given aims. If, for instance, the 
object is to stabilize prices, the attempt can be made either by means 
of a monetary policy of a traditional character or by means of direct 
price controls. If a certain level of investment activity is thought 
desirable, either general measures influencing credit or direct, physi- 
cal controls (e.g. on building) may be used. If there is a deficit in the 
balance of payments and it is thought necessary to restore equili- 
brium, this may be done either by the direct physical control of im- 
ports or by such general measures as devaluation. Both methods 
aim at creating equilibrium in the exchange account with foreign 
countries, but they are obviously very different. In all these examples 
the choice of means will be determined to some extent at least by the 
accepted view of the working of the economic system. If, for instance, 
it is decided to achieve equilibrium in the balance of payments by 
means of devaluation, the assumption is that the resultant price 
changes will have certain effects upon imports and exports. If it is 
decided to resort to import licensing, it may be because quite simple 
conceptions (which nevertheless have the character of theory) are 
held about the working of import controls. Ends and means have no— 
simple interrelation. It is almost always true that alternative means or 
combinations of means are available in order to achieve the same 
ends. 


The valuation of different means. It is clear from the above that the 
means used in economic policy cannot simply be explained by refer- 
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ence to the goals which are aimed at. In other words, not only ends 
but also means are subject to appraisal and judgment. The distinc- 
tion between ends and means is not always clear. Some means take 
on the character of ends and sometimes achieve even greater sacro- 
sanctity than the ends formulated as the ultimate goals of economic 
policy. A good example of this from recent times is seen in the policy 
of stabilizing interest rates. In the period immediately following the 
First World War, the rate of interest was considered to be one of the 
most important instruments for accomplishing the aims of economic 
policy. After the second war, stabilization of the rate of interest be- 
came virtually an end in itself, while at the same time it was also 
regarded in a rather vague way as a means of stabilizing rents. A low 
rate of interest thus became an aim of post-war economic policy and 
for a time a flexible interest rate was disregarded as one of the 
methods of economic policy. This attitude towards interest rate 
policy stems from the belief — not usually clearly formulated — that 
a general rise in the level of interest has undesirable social con- 
sequences. 


Right and wrong interpretations of economic relationships. The pro- 
blems arising from the relation between the ends and means of 
economic policy are further complicated by the fact that the analysis 
of the situation on which policy is based may be inaccurate and may 
thus lead to measures which appear irrational. This often gives rise to 
difficult problems of interpretation since any subsequent examination 
of the actual policies pursued must try to discover how the authorities 
concerned viewed the situation and the prospects at the time when 
the various measures were taken. A good example of this difficulty is 
found in Swedish economic policy after the devaluation of the krona 
in September 1931. Although the extremely severe world depression 
was well on the way to becoming still more intense, the fear arose 
that the rise in the foreign exchange rates would result in a strong in- 
flation. This theory and the consequent forecast of the effects of de- 
preciation caused the discount rate of the Riksbank to be raised to 
the very high level of 8 per cent and led to an extremely restrictive 
credit policy during the following months. These measures helped to 
intensify the depression inside Sweden. Similarly it may be observed 
that apparently incorrect interpretations of existing conditions and of 
future prospects gave rise to the misguided orientation of economic 
policy during the years 1945-47. Economic policies for the first post- 
war years were very largely drawn up, as indicated in Chapter I, 
on the assumption that the ending of the war would soon be followed 
by a great international depression. : 
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Sometimes it is not merely a question of an erroneous or disput- 
able interpretation of existing conditions and an incorrect or incom- 
plete forecast of future developments. There may also be a mistaken 
view of the effects of the proposed measures of economic policy. It is 
quite possible for the general analysis to be correct but the forecast of 
the effects of particular measures to be wrong or at least question- 
able. An example of this may be seen, I believe, in the removal of the 
general sales tax in Sweden on January Ist, 1947. In the autumn of 
1946 current business cycle analysis showed, and most people were 
aware, that strong inflationary tendencies existed. The removal of the 
sales tax was based, however, on a belief in a close connection be- 
tween wages and the cost of living. It was felt that if retail prices 
could be kept down, wage increases would be moderate. The founda- 
tions of this theory were weak and proved to be erroneous. Never- 
theless it might still be possible of course even ex post to defend the 
removal of the sales tax on non-economic grounds. Another sort of 
complication in the interrelations between ends, means and theory is 
exemplified in the economic policy inaugurated in the autumn of 
1949. The devaluation of the krona, the subsequent grants of sub- 
sidies and the continued stabilization of wages had as its aim the 
maintenance of internal and external economic equilibrium; but the 
analysis on which this policy was based of the connections between 
prices, wages and profits turned out to be quite inappropriate when 
the international situation completely changed after the outbreak of 
the Korean War. 


Politics as the art of the possible — the author’s dilemma. Obviously it 
is quite impossible to analyse and understand economic policies 
which have been pursued merely by examining the actual economic 
situations and by taking account of the current forecasts of future 
developments and the interpretations of economic relationships held 
by the people responsible for determining policy. Various political 
considerations add complications which have to be considered to 
complete the picture. 

The problems facing the authorities concerned are not confined to 
deciding upon the most suitable policy based upon a reasonable 
assessment of the existing situation and the prospects for the future. 
An important consideration for the government and the institutions 
which have to carry out the policy is to estimate what is ‘politically 
possible’. Groups within the Riksdag, the organizations on the labour 
market, as well as various other associations in business and agricul- 
ture exercise both direct and indirect influence. Highly complicated 
political groupings which change from one situation to another re- 
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strict very narrowly the possible alternatives open to the framers of 
economic policy. This is seen for instance in the shifts which occur 
from time to time in the evaluation of ends and means. But it is not 
simply a question of how different political pressure-groups set limits 
to the economic policies which are politically possible. The problem 
is further complicated by the need to consider the opinions held by 
people in power (members of the government, the Riksbank, official 
Boards and Commissions, etc.) concerning the interests and attitudes 
of these pressure-groups as well as their view of their own ability to 
influence these interests and attitudes. A certain element of engineer- 
ing of opinions and attitudes among members and boards of organiza- 
tions and pressure-groups is essential to the conduct of politics. Such 
manipulation of opinion is often crucial to the outcome of economic 
policy. The analytical economist may and should, in appraising the 
economic policy which is being pursued, take into consideration a 
much wider range of alternatives in a given situation than that re- 
garded as politically possible by politicians and the government’s 
economic advisers. The economist cannot, however, go so far in his 
analysis as to disregard completely the limits of political possibility 
or else he finally finds himself in a world entirely divorced from 
reality. In this part of the work dealing with economic policy, I have 
sought to maintain a moderate, and carefully considered, lack of 
political realism in my critical analysis of the aims and means of the 
economic policy actually carried out. Politics is axiomatically the art 
of the possible. But what is considered to be politically impossible on 
a given occasion — for example, in the matter of interest-rate policy 
— may be turned into a possibility on a later occasion. 

A point worthy of special mention at this stage concerns the im- 
portance of the confidence felt among members of the community in 
the economic policy pursued. Where there is a conflict of interests, 
the authorities have to decide among which circles it is most essential 
to create confidence. This might be an important condition of a 
successful policy. The formulation of aims, the choice of means and 
the interpretation of existing conditions are never mere straight- 
forward conclusions drawn from the purely economic aspects of a 
given situation. One relatively simple example of this kind of problem 
may be given. Towards the end of the war one of the aims of the post- 
war economic programme was to reduce quite substantially the 
general price level. Wages were to be kept stable and the increase in 
productivity which was expected to occur after the war was then 
expected to lead to a corresponding recovery of the value of money. It 
is difficult to estimate whether those who wrote the programme really 
believed that this could be accomplished. To what extent was their 
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theory of the interaction between wages and prices highly unrealistic 
or to what extent were they in fact attempting only to influence 
opinion? If the latter was the main purpose the programme may be 
defended on the grounds that it was conducive to the creation in 
trade union circles of a feeling of confidence which would in turn 
create conditions favourable to the pursuance of a policy of wage 
stabilization. 


The role of economic doctrine. In conclusion it should be pointed out 
that the part played by economists in formulating economic policy 
has been particularly great in Sweden. Economists have actively 
assisted in the formulation of Swedish economic programmes for a 
considerable time. In doing so they have not hesitated to make the 
fullest use of the complicated and specialized language of economic 
theory. Their proposals have had as their basis such parts of the body 
of economic theory as appeared sufficiently relevant and up to date. 
This is a circumstance which must be taken into consideration in a 
discussion of the development of the ends and means of economic 
policy in Sweden. Economic theory has undergone an important 
process of transformation during the last thirty years. Naturally this 
has had considerable effect upon economic policy, not least from the 
point of view of its presentation to the public after the process of 
‘window dressing’. 

If one examines the way in which economic theories have deve- 
loped, looking at the ‘latest’ doctrines in different periods, one sees 
quite clearly that these have corresponded quite closely with changes 
in the avowed purposes and in the methods of economic policy. At 
the beginning of the 1920s, the simple quantity theory of money had 
an important place in explanations of the effects of the measures 
which were introduced in order to stabilize the general price level or 
the exchange rates. It was assumed that the general price level was 
determined by the quantity of money via discount rate policy, and 
that relative prices were determined by the laws of supply and demand 
via the complicated workings of a system which was basically har- 
monious and automatic. In the 1930s these theories were changed 
under the influence of the great depression and through the ideas and 
contributions of Keynes and the Stockholm School. Disequilibria in 
the system resulting from discrepancies between saving and invest- 
ment and leading to business cycles now came into the centre of dis- 
cussion. With the publication in 1936 of Keynes’s General Theory of 
Employment, Interest and Money the problems related to employ- 
ment and the mitigation of the severity of business cycles were placed 
in an even more prominent position. Theories of this type made a 
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clear impression on the programmes for full employment which were 
drawn up during the war years and in the early post-war period. 

As economic theory developed along these lines — a development 
which had great significance in the formulation and evolution of 
economic policy in Sweden — the ‘good old’ theories of the more 
classical economists were pushed into the background. There are few 
economists today who would stand up and speak of the ‘inexorable 
economic laws of supply and demand’ in the way Cassel, for example, 
used to do. The groups which determine economic policy nowadays 
have no great respect for these relationships — and seem to have even 
less for the functioning of the price system. They have learned to cut 
through such connections with different measures and regulations. 
The whole structure of modern theories of monopolistic and im- 
perfect competition fits well into this picture. The belief in the auto- 
maticity of the old system of free competition and the belief in the 
‘natural functions’ of price which went with it have been slowly but 
continuously undermined over a long period. These beliefs have been 
replaced by an increased faith in the ability of governments, through 
their economic policy, to correct the mistakes which follow from the 
free price mechanism. A faith of this sort gains easy acceptance in an 
economy like that of Sweden where a battle of negotiation is con- 
tinuously in progress between the large organizations for the deter- 
mination of incomes and income distribution. 


CHAPTER V 


THE ECONOMIC POLICY DEBATE OF THE 
INTER-WAR PERIOD 


THE POLICY OF DEFLATION IN THE EARLY 192058 


With a currency off the gold standard the simplest possible aim of 
economic policy may be considered to be the establishment of a cer- 
tain rate of exchange, i.e. a certain parity for the krona. In the course 
of the lively discussions of economic policy which followed the infla- 
tion of 1919-20 the view was reached that the object of an ‘honest’ 
monetary policy would be to make the Riksbank capable of redeem- 
ing paper money with the quantity of gold prescribed by law. Efforts 
should therefore be made to restore the krona’s old relationship to 
gold. Since the Swedish krona remained considerably below the gold 
par throughout 1920 while the level of Swedish prices seemed to be 
relatively high, the decision to make this the aim of economic policy 
involved the introduction of measures which were restrictive enough 
to force down the foreign exchange rates. The widely accepted 
Purchasing Power Parity Theory of the Swedish economist, Gustav 
Cassel, seemed to give some guidance as to how an appropriate policy 
should be framed. Cassel claimed that a close relationship existed be- 
tween movements in exchange rates and the price level. From this it 
followed quite simply that if the internal price level could be forced 
down the krona would be restored to the desired gold parity.’ 


1 The theory was not always phrased so explicitly, but the above summary in- 
dicates its substance. For an absorbing, detailed account of the lively debates on 
economic policy during the years 1919-22, see Anders Ostlind, Svensk samhdlls- 
ekonomi 1914-22 (Stockholm, 1945), 

Wicksell, as usual, went considerably further in his demand for honesty than 
other political economists, and had primarily in view the restoration of the 1914 
price level. See, for example, his explicit pronouncements to this effect in Betdn- 
kande rérande atgdrder for penningvdrdets reglering, July 30th, 1918, p. 40: “The 
aim should therefore be in my opinion to return as soon as possible to the price 
level on which the whole economic structure of our community still mainly rests, 
i.e. the average price level of the years immediately preceding the war.’ Wicksell 
drew up, among other things, a programme for reducing the volume of banknotes 
by 10 per cent per year. He did not think that it would be impossible to reduce 
workers’ wages if prices fell: “The view that the workers could not be induced to 
lower their claims, even if prices fall, is wholly imaginary. I have heard from 
Docent Wigforss in Lund, who is a Social Democrat and closely associated with 
the workers there, that they are fully aware that if prices fall then wages must also 
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It is interesting to note that with the acceptance of such a policy, 
the level of prices became essentially a means and not an end in itself 
since the depression of prices was merely the method used to reach 
the desired parity between the krona and gold. Thus from the end of 
1920, highly deflationary policies were pursued. One should not over- 
estimate, however, the extent to which the policies followed were con- 
scious. Economists despaired at the passively inflationary policy of 
the Riksbank during 1919 and at the beginning of 1920. The Bank 
varied its discount rate mainly according to the ratio of its note issue 
to the reserves of gold. As a result the discount rate was lowered in 
the middle of 1919 just when a new wave of inflation was on the way. 
The discount rate was not raised again until March 1920, by which 
time the inflation was well advanced.! There was a further tightening 
of monetary policy in September when the discount rate was raised by 
a further 4 per cent to 74 per cent at about the same time as the down- 
turn of the business cycle in the U.S.A. The strict deflationary policy 
in Sweden during 1920-21 caused prices to fall further there than in 
the U.S.A. There were loud protests against this policy which cer- 
tainly occasioned severe economic hardship. The interest rate was 
gradually reduced, but slowly and at a late stage of the depression.? 

The reduction of prices and the resultant serious unemployment 
thus in a sense became during these years the chief means by which 
the government attempted to achieve its ultimate purpose, the re- 
storation of the krona to its old parity. On the other hand, the inten- 
tion of restoring the old parity automatically affected prices in the 
foreign exchange and commodity markets. The expectation that the 
krona would soon return to its former gold parity gave rise to ex- 
change speculation and this quickly forced up the rate of the krona. 
In fact the fall in the foreign exchange rates determined the extent 
of the internal deflation, of which the restrictive monetary and fiscal 
policy came to be an important condition. Approximate parity was 
achieved as early as 1921-22, and in 1924 the krona was again tied to 


gold. 


1 For a description of the dramatic course of events which led to the raising of 
the discount rate, see Ostlind, op. cit., pp. 341-9. 

2 A systematic account of this cycle and the policy pursued has been given by 
Arthur Montgomery in Fredskrisen i Sverige 1919-21 och dess internationella 
bakgrund, appendix to the Statsverksproposition (Finance Bill) of 1944. 





go down. The idea that the size of workers’ wages makes a fall in prices impossible 
is not at all reasonable’ (Nationalekonomiska foreningens forhandlingar, sam- 
mantrddet den 10 december 1918, p. 137). 
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THE EQUILIBRATING MECHANISM OF THE GOLD STANDARD 


Sweden remained on the gold standard until the international ex- 
change crisis of September 1931. It was characteristic of a monetary 
system based on the gold standard that economic policy was not con- 
ceived or pursued with definite targets in view apart from the 
fundamental object of maintaining the gold standard. The essence 
of such a system from the point of view of this work was that the 
government authorities and the Riksbank were presented with a 
minimum of policy problems and a maximum of automatic 
responses. 

Domestic economic policy in Sweden while the gold standard was 
in operation is of little general interest. It is simply to be noted that 
developments on the Swedish capital and credit markets, together 
with the change which occurred in prices and in general economic 
conditions were closely associated with developments abroad. The 
close co-ordination of the Swedish money and capital markets with 
the international markets meant that Swedish interest rates were high. 
Discount rates varied more or less along parallel lines with changes 
abroad, and the scope for an independent economic policy was 
therefore narrowly limited. Thus, the Riksbank raised the discount 
rate (to 54 per cent) in the course of 1928 and 1929 as a result of the 
tightening of international credit, whereas conditions inside Sweden, 
with falling prices and a relatively high level of unemployment, cer- 
tainly did not warrant such an increase. 

This consequence of the attachment to the gold standard will help 
to set in perspective the greater scope for independent economic 
measures in a freer monetary system. The gold standard as it existed 
made it almost impossible to regard certain goals as attainable. The 
rules of the gold standard, as they were understood, were there to be 
followed and the possibility of conflict between alternative aims of 
economic policy scarcely arose. The result of keeping to the gold 
standard was above all that two other aims, now generally accepted 
as essential, were neglected, i.e. the maintenance of a constant value 
of money and of internal economic stability. 

Swedish price fluctuations while the country was on the gold 
standard before 1914 and during the years 1925-31 demonstrate that 
the system gave no guarantee of stability in the value of money. 
Very large fluctuations occurred in the general level of prices and 
thus in the value of money. Prices fell in Sweden by about 20 per.cent 
from the mid-1870s to the mid-1890s and then rose by about 30 per 
cent by 1914. In the second of these periods, 1925-31, the cost of liv- 
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ing fell by 11 per cent in six years. Nevertheless, compared with the 
rapid fall in the value of money since 1945, these changes in the 
general price level while the gold standard was operating appear as 
relative stability. Perhaps the most essential point was that the price 
level could move in both directions, so that the value of money was 
at very much the same level, as it happened, in 1913-14 as in the early 
1870s as well as during the whole of the inter-war period. 

Employment fluctuated considerably in the course of the business 
cycles. Since the acceptance of the gold standard bound the economic 
development of one country closely to that of other parts of the 
world, the restrictive monetary policy which came to be pursued in 
Sweden during the 1920s resulted among other things in a persistently 
high rate of unemployment. 

One of the foundation stones of the gold standard, both in theory 
and in practice, was that there should be considerable flexibility in 
prices, incomes and employment. If an economic policy is to be 
judged by its success in keeping these factors stable, the maintenance 
of the gold standard is unlikely to be a suitable instrument. Neverthe- 
less it is also to be noted in view of our recent experiences of repeated 
foreign exchange crises that although there were long periods of un- 
restricted international trade and of free movements of capital while 
the gold standard was in operation, equilibrium was nevertheless 
maintained in the balance of payments between countries. The system 
was to a certain extent self-adjusting, i.e. trade movements were co- 
ordinated in such a way that minor tensions were successfully over- 
come without exchange crises and without direct interventions of the 
kind that became common after 1945. 


THE POLICY OF STABILIZATION IN THE 193058 


It is of great interest to contrast the experiences of the gold standard 
period with the conflicts which may arise between alternative econo- 
mic aims under a system of freer exchange conditions such as existed 
in the 1930s. The abandonment of the gold standard in September 
1931 made it possible for Sweden to pursue an independent domestic 
economic policy. No advantage had been taken of the previous oppor- 
tunity of doing so, in the period of flexible exchange rates from 1918 
to 1925. The next task therefore is to examine in some detail the © 
experiences of the 1930s, since they came to assume great importance 
in the formulation of economic policy in the post-war period. 


1 According to the cost of living index. For the period before 1914 see Gunnar 
Myrdal, The Cost of Living in Sweden, 1830-1930 (London, 1933), Table A. 
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Monetary policy declarations. When Sweden left the gold standard on 
September 27th, 1931, one week after England, the Riksbank de- 
clared that the aim of Swedish monetary policy was to stabilize the 
purchasing power of the krona in the consumer’s hands. This declara- 
tion was interpreted to mean that the level of retail prices should only 
be allowed to vary ‘within narrow limits’. With this in view the Riks- 
bank drew up in October 1931 a specially designed price index of 
consumer goods which was at first followed week by week. The policy 
of stabilizing the internal purchasing power of the krona was a reac- 
tion to the fear that the substantial devaluation of the krona (see 
Fig. 4, p. 13) might be followed by price inflation. The anti-infla- 
tionary outlook was emphasized by the raising of the discount rate 
to 8 per cent. 

In the early declarations of the aims of economic policy very little 
was said at first of the prevailing conditions of depression and un- 
employment. In December 1931, an unemployment rate of 26.5 per 
cent was recorded among trade union members. At first, the sole 
object was to stabilize the value of money and to erect a barrier 
against the feared rise in prices. As it became increasingly apparent 
that there was no danger of inflation, the announced programme for 
monetary policy was gradually modified. Thus it was not long before 
it became clear that the prices of goods produced in Sweden were not 
to be kept down in order to give compensation for the increase in 
import prices which resulted from devaluation. Any loss of the in- 
ternal purchasing power of the krona which might follow from higher 
import prices would thus be accepted. Statements made during this 
period gradually came to lay equal stress on the danger of inflation 
and on the danger of continued deflation. In the spring of 1933 a de- 

1E.g. Communication from the Board of Directors of the Riksbank to the King, 
February 11th, 1932, quoted from Bankoutskottets utldtande (Report of the Bank- 
ing Committee of the Riksdag), No. 40, May 1932, p. 9: “The quoted statement 
by the Director of the Riksbank should not be interpreted, however, as in- 
dicating that the Board aims at keeping retail prices for all consumer goods on the 
average at an unchanged level. In view of the higher prices of certain imports and 
exports, which can be expected gradually and increasingly to influence even the 
retail trade, a monetary policy with the purposes stated would necessitate a 
corresponding forcing down of the prices of the goods produced in Sweden, a 
development which would aggravate the difficulties created for this country by the 
present crisis. On the other hand, the statement should be taken to mean that the 
Riksbank wishes to endeavour to keep the average prices of Swedish products 
and of the more important services included in consumption as far as possible at 
an unchanged level. A monetary policy in accordance with these aims would 
permit the Bank’s Index to rise somewhat, to the extent necessitated by any rises 
in the prices of import and export goods (and of other prices directly connected) 


which may result from increases in the rates of exchange or by foreign price 
increases. ’ 
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finite declaration was made stating that the aim of economic policy 
was the avoidance of any fixed attachment of the krona to gold or to 
other currencies with the intention of causing the internal level of 
wholesale prices to rise.’ In view of general price changes during the 
depression it was assumed that there was room for a considerable 
increase in wholesale prices without any need for retail prices to be 
affected; the wholesale price index had, characteristically enough, 
fallen (by about 30 per cent since 1929) substantially more than the 
retail price index (by 10 per cent since 1929). An increase in wholesale 
prices could be expected to act as a stimulant to the whole economy 
without necessarily coming into conflict with the original aim of 
monetary policy. From this time onwards, the need for an anti- 
depression policy may be said to have seriously entered public de- 
clarations. The newly constituted Social Democratic government, 
formed after the election of September 1932, announced in the 
annual Finance Bill for 1933 a programme of public works to be 
financed by loans as a means of promoting a revival of business. 


How far was there an independent Swedish monetary policy in the 
1930s? It is interesting to note that people spoke during the 1930s of 
an independent Swedish monetary policy, freed from the earlier 
dependence on the policies pursued in other countries. It was emphati- 
cally stated that the aim of economic policy was not to return to the 
gold standard or to any other sort of link with the leading currencies.’ 
Thus the monetary and exchange policies pursued in the early 1920s 
were explicitly repudiated. The aim was now focused on internal 
price developments; the external value of the krona, i.e. foreign ex- 
change rates, would in the. main have to be adjusted to the internal 
purchasing power of the krona.* On the other hand, a policy of 


1 Communication from the Board of Directors of the Riksbank to the King, 
May 22nd, 1933, quoted from Proposition No. 260, May 1933, p. 11: ‘The internal 
price level and the needs of the Swedish economy should be taken as the starting- 
point in the attempts to regulate the value of the krona. Obstacles shouldbe 
raised as vigorously against a continued deflation as against the inflation which it 
was feared would follow the abandonment of the gold standard. Some recovery 
of wholesale prices would now be desirable. This does not mean that the aim 
is to restore a level of prices which is now all too remote. Prices of goods produced 
at home for the home market, as well as of imports and exports, should be allowed 
to rise, so long as this does not cause an appreciable increase in the cost of living.’ 

2 See Proposition No. 260, May 1933. 

In June 1933 the Riksdag laid down more precisely the objectives to be pur- 
sued in the monetary policy of the Riksbank. These were summarized in ban- 
koutskottets utlatande No. 27, p. 2, April 1934: ‘For the time being, the value of 
the Swedish krona should be linked neither with gold nor with any of the other 
foreign currencies off the gold standard. The prerequisite for such a link would 
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actively influencing price development in a desired direction through 
devaluation should not be contemplated. 

To what extent was an independent Swedish monetary policy 
realized during the 1930s? In the first months after the abandonment 
of the gold standard the freedom of action was of course very 
limited. There was little possibility of an independent monetary 
policy in view of the low reserves of foreign exchange held by the 
Riksbank and the fear of inflation was a further obstruction. The 
discount rate was gradually reduced in the course of 1932 and dis- 
creet open market operations helped to lower the interest yield on 
bonds.’ But on the whole the monetary policy of the Riksbank re- 
mained passive for the first year after devaluation and rates were 
allowed to find their own position of equilibrium. The Kreuger crash 
in the spring of 1932 in a sense helped the Bank to prevent the value 
of the krona from rising. Embarrassing signs that this was occurring 
were to be seen at the beginning of 1932 and this would have ap- 
peared to run counter to the declared intention of stabilizing the 
price level. In other countries at that time, trade was generally de- 
teriorating and prices were continuing to fall heavily. When the con- 
sequences of the Kreuger crash had been overcome, however, the 
krona rose in relation to the pound during the autumn months of 
1932, a development which might very well have tended to work in 
the opposite direction to the declared policy. When in the autumn of 
1932 the English pound fell heavily in relation to the dollar, however, 
the Riksbank took the view that if Sweden adhered to the pound and 
devalued the krona correspondingly in relation to the dollar and 
other gold currencies, there might be a danger of reprisals against 
Swedish exports in the form of increased custom duties or import 
restrictions.* When the dollar was devalued in relation to the pound 


* See Borje Kragh, Prisbildningen pa kreditmarknaden (Uppsala, 1951), p. 197. 

? For a critical examination of the economic policy pursued at this time see 
Richard A. Lester, “Sweden’s Experience with ‘‘Managed Money’’,’ (Supple- 
ment to Svenska Handelsbankens Index, 1937), p. 30. 

* See bankoutskottets memorial No. 1, January 1933, p. 10. 





be that the most important currencies were stabilized in relation to one another 
and that at the same time it should be possible for prices to recover. Until this 
happened, the value of the Swedish krona should continue to be regulated with 
reference to its internal purchasing power and the needs of the Swedish economy. 
An adjustment of the external value of the krona, expressed in the rates of 
exchange, to its internal purchasing power should be aimed at. A devaluation 
of the krona’s foreign value as a means of securing trading advantages, irre- 
spective of its internal value, should not be contemplated. The aim of the 
monetary policy should be to raise the internal level of wholesale prices.’ 
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in 1933, the Riksbank allowed the rate for the pound to rise again. 
After the rate for the pound had risen from about 18.40 kronor in 
January 1933 to about 19.50 kronor in May of the same year, the 
Riksbank persistently bought all sterling bills which were offered on 
the market, with the intention of preventing the rate from falling 
again. This active exchange policy was applied at a time when the 
level of world prices was at last beginning to rise. If the rate for the 
pound could be stabilized, it should be possible, in accordance with 
the policy aim now set up, to bring about a slight increase in the 
internal wholesale price level.t In July 1933 the Riksbank ‘pegged’ 
the rate for the pound at 19.40 kronor, and it remained at this level 
right up to the outbreak of war. 

As was seen in Chapter 1, the adherence to the pound came to 
involve an undervaluation of the Swedish krona, and the conse- 
quence was that during the 1930s Sweden had in most years a con- 
siderable surplus in her current balance of payments. Exports were 
stimulated and imports were discouraged with the result that Sweden’s 
reserves of foreign exchange increased continuously. In theory, 
the Riksbank could have allowed the rates of exchange for foreign 
currencies to be determined freely, by allowing the market to decide 
the value of the krona. Had this been done, the krona would have 
risen in value and the foreign rates of exchange would have fallen 
until the undervaluation of the krona eventually disappeared. This 
would have led to larger imports and perhaps also to lower exports, 
and would probably have brought about a lower internal price level, 
higher rates of interest and lower or unaltered exchange reserves. 
The purchase by the Riksbank of foreign exchange surpluses in fact 
meant that the money market was supplied with additional contribu- 
tions of liquid resources which went in the first place to the commer- 
cial banks and thence into general circulation. The increasing liquidity 
of the money market led to a gradual decline of the interest rate on 
long-term government loans to 3 per cent and lower. 

Certain similarities exist between the monetary policy pursued in 
the years 1933-39 and that of the second half of the 1940s. The pegged 
rate for the pound during the 1930s had a counterpart in the pegged 
price of bonds during the post-war period, while the purchases of 
foreign exchange by the Riksbank during the 1930s may be com- 
pared with its purchases of government bonds during the 1940s. In 
both situations the Bank was pursuing an expansive monetary policy. 
During the 1930s this provided monetary conditions conducive to a 


1See bankoutskottets utlétande No. 27, April 1934. In view of the gradual 
depreciation of the dollar during this time, the krona came to rise in value in 
relation to it. 
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marked increase in production and employment; in the 1940s it left 
room for a marked inflation in addition to the increase in production. 
Important differences arise, of course, affecting the continuation of 
the process of expansion if, as in the 1940s, the elasticity of the 
monetary system is based to a considerable extent on an increase of 
the claims of the Riksbank upon the state and not, as in the 1930s, on 
an increase in its claims upon foreign countries. There existed in the 
1930s what may be called a ‘real’ space for expansion, not only in 
the form of available and untapped productive resources (a result of 
the high level of unemployment in 1933) but arising also from the in- 
creasing supply of foreign exchange. The monetary elasticity of the 
years 1945-50 came about without any corresponding possibility of 
increasing the supply of goods — partly because productive resources 
were already strained to the utmost and partly because of prevailing 
balance of payments difficulties. It is possible that the rapid expan- 
sion of the 1930s would gradually have eliminated the undervaluation 
of the krona and thus have ended the automatic additions to liquidity 
produced by the increase in the foreign exchange reserves. Towards 
the end of the 1930s there was some indication that such a develop- 
ment was on the way (see Chapter m1). From this perspective, there- 
fore, the events since 1945 may be regarded as an acceleration and 
dramatization of a possible outcome of the expansive economic 
policy of the 1930s. 

The question whether the free foreign exchange system of the 
1930s did in fact produce an active and independent monetary policy 
is somewhat sophistic. The fact that the krona was tied to the pound 
meant that the Riksbank had to support the foreign exchange market 
actively through the purchase of foreign bills. Such a policy may per- 
haps be regarded as more active than one in which the exchange 
market had been allowed to find its own equilibrium position. On the 
other hand, the policy was passive in the sense that the increasing 
liquidity and the decline of interest rates followed automatically from 
the persisting surplus in the balance of payments which was brought 
about by the undervaluation of the krona. 


The reconsideration in 1937 of the aims of economic policy. As was 
pointed out in Chapter u1, first exports and then, at a later stage, 
internal investments were responsible for the revival of business 
which began in 1933. The undervaluation of the krona and the ready 
supply of money were without doubt necessary prerequisites for the 
subsequent economic expansion. The expansive fiscal policy and the 
public works programme were, it was suggested in Chapter u, of 
subordinate importance. 
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No further significant changes in general economic policy occurred 
in the 1930s until the outbreak of war, apart from the new lines of 
agricultural policy referred to in Chapter 11. Nevertheless at the be- 
ginning of 1937 the rise in prices necessitated a serious reconsidera- 
tion of monetary and exchange policy. It will be useful to touch briefly 
on this episode since it gives an interesting illustration of conflict 
between alternative aims of policy —in this instance between the 
internal and external stability of the krona. 

From the middle of 1936 strong inflationary pressures began to 
make themselves felt in a number of different countries. There was a 
rise in metal and iron and steel prices in particular. The effects 
reached Sweden through a large increase in the prices of imports and 
exports. The Swedish wholesale price level rose by about 10 per cent 
in six months. Early in 1937 the question therefore arose whether 
Sweden should abandon the link with the pound and appreciate the 
krona in order to prevent an externally induced rise in prices — or at 
least to minimize its effect. Most economists maintained very strongly 
that a large appreciation of the krona was necessary. They pointed 
out that prices were rising even more quickly than during the First 
World War. To raise the external value of the krona would mean that 
the Riksbank would no longer be required to absorb large quantities 
of foreign currency. This would reduce the flow of money into the 
economy and thus reduce the danger of inflation. A different view 
was held, however, by the Riksbank, by the influential political circles 
and also by important sections of the business community. These 
groups felt that there was no convincing reason to suppose that the 
price rise would continue and argued that appreciation would be a 
risky adventure. The discussion was still going on when certain 
markets turned and clear signs began to appear that prices were 
again tending to fall. Towards the summer of 1937 there could be no 
doubt about the deterioration of economic conditions in the U.S.A. 
and prices thereafter fell sharply. Characteristically enough, in 1936- 
37 as in 1919-20, economists showed greater ‘business cycle sensi- 
tivity’ than did the more slowly reacting politicians and businessmen, 
a phenomenon which has also been observable on more than one 
occasion since 1945. 

In the debates of 1937 a significant change is noticeable in the atti- 
tude towards the most immediate tasks of economic policy. It is 
interesting to find in a report by the Board of Directors of the Riks- 
bank in April 1937 the statement that economic policy should con- 
centrate on restraining the rise of prices and ‘should under all cir- 
cumstances prevent an inflationary development’. The increase in 
wholesale prices since 1933 had, the statement considered, now gone 
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rather too far. The rise of the official index of wholesale prices 
amounted to almost 30 per cent and the cost of living index had risen 
by 5 per cent. The phase of ‘reflation’, as it was called, should now be 
brought to a close. Thus the fear of inflation and the question of the 
need for anti-inflationary measures, both of which had existed 
momentarily during the autumn of 1931, again came to the surface. 
It is interesting to note how relatively sensitive were the reactions of 
the authorities in the 1930s to any threat to the stability of the value 
of money. 

The attitude of the government to the development of prices now 
needs to be examined in more detail. Certain portents were already to 
be seen of the quite ambivalent attitude of the post-war years to the 
importance of maintaining a stable value of money. The view was put 
forward in various contexts that certain causes of higher prices, e.g. 
indirect taxes, the higher prices of imports and exports, the improved 
price relations for agriculture caused by the government’s agricul- 
tural policy, should be accepted without any compensating reduction 
of other prices. The rise in the cost of living caused by the agricul- 
tural policy would thus have to be tolerated. This line of argument, if 
or when allowed to be carried still further, could easily lead to the 
conclusion that when certain groups within the community were 
allowed to improve their incomes for social or other reasons, the cost 
should be left to find expression in a corresponding rise in prices. 
This would amount to the abandonment of the original aims of 
monetary policy. It would then be a very short step to the positive 
acceptance of inflation as a means of achieving a desired distribution 
of income. This attitude has in fact had great importance in recent 
times (see Chapter x). 


The reappraisal in 1937 of monetary policy. The question of appre- 
ciating the Swedish krona was thus first raised as a possible means of 
stopping the rise in prices. In its annual Foreign Exchange Bill the 
government emphasized that the current exchange rate with the 
pound was only a means of realizing the ultimate objectives of mone- 
tary policy. While the maintenance of stable exchange rates was un- 
questionably important and desirable as an end in itself, it was of 
secondary importance if it came into conflict with the maintenance of 
stability in the internal purchasing power of the krona.? Nevertheless 
in 1937 the appreciation of the krona was repudiated as a means of 
monetary policy. The decision was not taken solely on the grounds 

* Of the 6 per cent increase in the cost of living between July 1933 and July 


1937, more than three-quarters was the direct result of higher food prices. 
* See Proposition No. 318, May 1937. 
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of the existing uncertainties in the situation or in the hope that 
prices had already begun to turn (though this turned out to be the 
case in April-May 1937). It is a matter of significance for our attempt 
to place the economic policies of the post-war period in perspective 
to find the view expressed in 1937 that an alteration in the rates of 
exchange might have ‘incalculable and far-reaching effects’.t Account 
was being taken of the danger that a rise in the exchange value of the 
krona and a contraction of the money market might cause a decrease 
in employment. The Minister of Finance actually described anti-in- 
flationary measures as ‘depressive’ — an attitude which corresponds 
closely to that to which the authorities returned with fresh vigour 
after the war. The risk of a decrease in employment and production 
had therefore to be set against the risk that the price rise might con- 
tinue. Hence we find already in 1937 signs of the conflict of aims 
which after the war was to become a permanent ingredient in all dis- 
cussions of economic policy. 

When, at the beginning of 1937, the Swedish Ministry of Finance 
took stock of the possible means by which the government might 
attempt to arrest a general price rise, considerable importance was 
attached to the ability of the Riksbank to influence the money mar- 
ket. It was pointed out, however, that the large purchases of foreign 
exchange by the Bank over the previous years had created an un- 
precedented liquidity in the economic system and that this circum- 
stance had made the commercial banks independent of the Riksbank. 
The large credit balances held with the Riksbank by the commercial 
banks did in fact mean that a basis existed for a large expansion of 
credit which was liable to give rise to inflationary tendencies over 
which the discount policy of the Riksbank would have little influence. 
It is true that the Riksbank could obtain Treasury Bills from the 
National Debt Office and sell these to the commercial banks. But 
few people believed that ‘open-market operations’ of this sort 
would be effective enough. In any event they would be costly. It was 
found instead that control over the money market could be achieved 
more simply and with less cost by the introduction when necessary of 
special reserve requirements for the commercial banks. Permissive 
legislation was therefore passed in the spring of 1937, giving the 
government the power to introduce special cash reserve requirements 
“f extraordinary circumstances make this necessary’. 

There is no need to describe this act in detail since it has not been 
put to use. It is significant, however, because it was the first of a series 
of similar permissive laws introduced during and since the war to 


1 Bankoutskottets utldtande No. 67, May 1937, p. 12; 
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provide legal sanction for the government’s economic measures. It is 
also significant in that it reveals as early as 1937 ideas of monetary 
policy which were not put into practice until the measures intro- 
duced in 1952 to regulate the liquid assets of the commercial banks 
(see Chapter vi). No conflict arose in the 1930s between the demand 
for a contraction of liquidity and the desire for low interest rates — a 
troublesome dilemma in post-war monetary policy. But the attitude 
which later became prominent was to some extent anticipated in the 
following statement by the Banking Committee of the Riksdag:* “In 
view of the beneficial effects on the economy of the low interest rates 
during the recent period of depression, the Committee, while well 
aware that situations may arise in which a stiffening of the rates of 
interest will have to be considered necessary, wishes to state as its 
opinion that interest rates in the country should be kept to the lowest 
possible level in every situation.’ 

It should be noted in conclusion that in this connection, as earlier, 
emphasis was placed upon the independent status of the Riksbank, 
when it had to be decided what means were the most suitable on each 
occasion in order to reach the established aims of economic policy. 
The only limitation to the freedom of action of the Riksbank should, 
in the view of the Banking Committee, be the general aims of econo- 
mic policy laid down by the government and the Riksdag.? There was 
no thought at this time of the possibility that the government would 
decide to set up, as one of the objectives of monetary policy, the estab- 
lishment of a 3 or 3.5 per cent interest rate for long-term government 
loans, thus placing narrow political bounds to the freedom of action 
of the Riksbank. 


Active discussion and passive policy. The experiences and discussions 
of the 1930s have had far-reaching effects on the formulation of econo- 
mic policy during and since the war. Despite the changed economic 
situation and the new economic problems which had to be faced, the 
aims of monetary policy as expressed in a series of annual Finance 
Bills and in communications from the Riksbank remained the same 
as in the 1930s. There was a strong inclination to preserve the con- 


? Bankoutskottets utlatande No. 67, May 1937, p. 12. 

2 ‘The establishment [of the aims of monetary policy] is, as a matter of course, 
incumbent on Parliament, which decided to suspend the duty of the Bank to 
redeem banknotes. But it is up to the Board of Governors of the Bank to weigh 
up and determine the most appropriate means of achieving these aims in each set 
of circumstances’ (Bankoutskottets utldtande No. 52, June 1933, p- 8, quoted in 
a communication to the King from the Board of Governors of the Riksbank, 
dated April 30th, 1937). 
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tinuity of the declarations of monetary policy; they acquired an 
independent existence of their own.? 

As an explanation of the vitality of the policy declarations of the 
1930s, I believe that one can refer to the success which the monetary 
policy was considered to have had during that time. The policy had in 
the main accomplished its objects. The cost of living index remained 
more or less unchanged throughout the decade if viewed as a whole. 
There was a slight price rise in the late 1930’s, partly due to the failure 
to appreciate the krona at the beginning of 1937, but there was noth- 
ing palpably inconsistent with the claim that the aims had been 
accomplished. The 1930’s appeared as satisfactory years in which 
important economic and social progress was made (see Chapter 1). 
The depression had been overcome and by the end of the decade 
employment was at a fairly high level, while the prospects appeared 
favourable for further economic expansion. Sweden’s economic 
development in the 1930s stands out well in comparison with the 
experiences of most other countries. 

It should be obvious from the foregoing discussion, however, that 
the economic policies pursued cannot indisputably be related to 
the good results achieved. Certainly the large depreciation of the 
krona in September 1931 and the subsequent passively expansive 
policy were necessary prerequisites for success. A stable and ‘sound’ 
financial policy conditioned the process of expansion but was not of 
decisive importance either in setting the revival in motion or in 
reducing the inflationary pressures of 1936-37. What is in my view the 
most praiseworthy feature of Swedish economic policy during the 
revival of the 1930s — and one for which the authorities responsible 
have not received the acknowledgment they deserve — is that many 
of the mistakes that were made in many other countries were avoided 
in Sweden. There was no attempt to embark on such ambitious ex- 
change and price policies as those associated with the Blum experi- 
ment in France or with the New Deal in the U.S.A.; Sweden did not 
introduce protectionist and bilateral trade policies as did Switzer- 
land; she avoided the imposition of import regulations as in Denmark 
or of a clearing system of trading as in Germany. Direct govern- 
mental intervention was limited to various aspects of agricultural 
policy and to the development of social policy, a subject not dealt 
with here. It was perhaps fortunate for Sweden that the fruitful dis- 


1 The reason for this was probably the fact that for almost the entire period, 
responsibility for policy formulation lay in the hands of Dag Hammarskjéld 
(under-secretary to the Finance Department, 1936-45 and chairman of the Board 
of Governors of the Riksbank, 1941-48), a leading Swedish economist with a 
strong feeling for consistency and continuity. 
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cussions of general economic policy problems during the 1930s were 
not seriously disturbed by practical experiments — a fact which was 
probably advantageous both for the development of economic theory 
and for the actual course of events. At any rate, Swedish contribu- 
tions to economic theory achieved international renown during this 
decade. But outside Sweden people have sometimes made the mistake 
of closely associating the stimulation of the new ideas and theories 
propounded by Swedish economists with the rapidity and relative 
freedom from cyclical disturbance of Swedish economic expansion. 


RESEARCH INTO PROBLEMS OF ECONOMIC POLICY DURING 
THE 1930s 


Common ground among Swedish economists. Despite the predomin- 
antly passive character of economic policy during the 1930s, the 
subject nevertheless provoked enormous interest. Economists played 
an important role in the debates of the 1930s on the ends and means 
of economic policy. At no other time in Sweden has the debate 
between academic economists been so intense or has left such a 
legacy of treatises and articles. The main reason for this was no 
doubt the intimate concern of economic research with current pro- 
blems of economic policy. 

By 1930 the ground was already well prepared for the development 
of complex dynamic theories suitable for application to the problems 
of economic policy. Two earlier Swedish economists had made con- 
tributions to economic thought which greatly influenced their suc- 
cessors: Knut Wicksell, with his pioneering work Geldzins und 
Giiterpreise (Jena, 1898), and David Davidson, with a series of articles 
and rejoinders in Ekonomisk Tidskrift beginning with his review of the 
above work by Wicksell in 1899 (the first year of the journal’s 
publication). The essential point about ‘the Wicksell tradition’ in 
Sweden was the attempt from the very beginning to frame problems 
and develop methods of analysis appropriate to the ‘total categories’ 
of the economy. Wicksell was concerned with aggregates: the total 
incomes of the entire community, the total demands for consumption 
and investment; these aggregates were set against total production, 
the supply of money and the price level, with the intention, inter alia, 
of illustrating the possibilities of the monetary policy. One conse- 
quence of the fact that the approach of Wicksell and Davidson had 
become second nature to Swedish economists was that theories of 
price and income formation did not become isolated from theories of 
money and the business cycle as had happened to a considerable 
extent in England and the U.S.A. The vital role of Keynes’s Treatise on 
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Money of 1930 in the development of economic theory in the English- 
speaking world can in some ways be said to have had a counterpart in 
Sweden in Wicksell’s work of 1898. 

The traditions derived from Wicksell and Davidson have led to the 
fairly general acceptance in Sweden of a fundamental outlook to- 
wards the economic problems discussed here. The same kind of 
model of economic relationships was accepted by most economists in 
the 1930s as the basis of explanation of the business cycle. This 
model was derived in the last analysis from Wicksell’s theory of the 
cumulative process (see the following chapter). Differences certainly 
arose in the conception of specific analytical methods, in questions of 
terminology and even in the conclusions arrived at concerning both 
the ends and the means of economic policy. One might nevertheless 
go so far as to claim that there was such close agreement between the 
views of most Swedish economists on fundamentals during these years 
that they considered themselves obliged to exaggerate such differ- 
ences as there were. It must be observed, however, that the prevailing 
agreement principally concerned the descriptive model of an economy 
in a state of depression and the conclusions deduced from this model 
regarding the methods of bringing about a recovery. Minor differ- 
ences of detail in the various interpretations of the relative impor- 
tance and advantages of different methods could and actually did ina 
changed situation become differences of crucial significance. The 
new economic problems of the post-war period in fact gave rise to 
much greater divergences of opinion among economists than had 
prevailed in the 1930s. This was, of course, partly due to the fact that 
after the war economists came to be more deeply engaged in politics, 
but no doubt partly also to the fact that in the situation after the war 
it was far more difficult than it had been in the 1930s to see the 
dominant economic trends clearly and to agree on what should be 
the aims of economic policy. 


Summary of Swedish economic writings in the 1930s. I do not intend to 
give a systematic account of the contributions of different economists 
to the discussion of the 1930s. It is necessary, however, to make some 
mention of those works which seem to have been of greatest impor- 
tance since I shall refer later in the text to the concepts and approaches 
found there. Obviously these remarks will do nothing more than 
record my own subjective impressions of what writings subsequently 
have appeared important. 

The following works seem to have been of the greatest significance 
in the development of the ideas of economic theorists towards the 
problems of economic policy of the 1930s: Erik Lindahl, Penning- 
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politikens Mal (The Aims of Monetary Policy) (Lund, 1924) and 
Penningpolitikens Medel (The Methods of Monetary Policy) (Malmé, 
1930), together with an article, ‘Arbetsléshet och finanspolitik’ 
(‘Unemployment and Financial Policy’), Ekonomisk Tidskrift, 1935.* 
Gunnar Myrdal’s doctoral thesis Prisbildningsproblemet och foran- 
derligheten (The Problem of Price Formation and Variability) 
(Uppsala, 1927) should perhaps be noted in passing, since much of 
the interest during the 1930s in the anticipations and expectations of 
businessmen and income-receivers and the vocabulary used in pur- 
suit of such ideas was to a great extent derived from it (although the 
general method proposed in it for the analysis of price formation 
was not of direct importance). Of Myrdal’s theoretical works, his 
essay ‘Om penningteoretisk jamvikt’ (Ekonomisk Tidskrift, 1931) 
should be mentioned. It was also published in an amplified form in 
German, ‘Der Gleichgewichtsbegriff als Instrument der geldtheore- 
tischen Analyse’ (in Beitrdége zur Geldtheorie, edited by F. A. Hayek, 
Vienna, 1933) and in a revised English form as Monetary Equilibrium 
(London, 1939).? 

The series of treatises compiled under the auspices of the Commis- 
sion on Unemployment set up in 1927 were of special interest for the 
discussion of the 1930s. Six professors or lecturers in political 
economy were responsible for the greater part of these reports: 
Gésta Bagge, Orsaker till arbetsléshet (Causes of Unemployment) 
(S.O.U. 1931:21); Gustaf Akerman, Om den industriella rationaliser- 
ingen och dess verkningar (Industrial Rationalization and its Effects) 
(S.0.U. 1931:42); Dag Hammarskjéld, Konjunkturspridningen (The 
Diffusion of Economic Fluctuations) (S.O.U. 1933:29); Gunnar 
Myrdal, Finanspolitikens ekonomiska verkningar (The Economic 
Effects of Fiscal Policy) (S.O.U. 1934:1); Alf Johansson, Loneutveck- 
lingen och arbetslésheten (Wages and Unemployment) (S.O.U. 
1934:2); Bertil Ohlin, Penningpolitik, offentliga arbeten, subventioner 
och tullar som medel mot arbetsléshet (Monetary Policy, Public 
Works, Subsidies and Tariffs as Measures against Unemployment) 
(S.O.U. 1934:12). To these should be added Part II of the concluding 
report of the investigation, for the writing of which Hammarskjéld 
bore the most immediate responsibility: Atgdrder mot arbetsléshet 
(Measures against unemployment) (S.O.U. 1935:6). 


? Part of these and other earlier works by Lindahl were collected and supple- 
mented in the English volume, Studies in the Theory of Money and Capital, which 
appeared in 1939. 

2 For a penetrating criticism of Myrdal’s work and for views on the theories of 
Wicksell and the ‘Stockholm School’, see Tord Palander, ‘Om ‘‘Stockholms- 
skolans’’ begrepp och metoder’ (Ekonomisk Tidskrift, 1941). 
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To this account of the activity of economic writers in the 1930s 
must be added the contributions made by economists through their 
direct participation in the shaping of the programmes of economic 
policy. Myrdal, for instance, wrote an appendix to the annual 
Finance Bill of 1933 on the subject of public works as a measure 
against unemployment; Hammarskjéld, through various assign- 
ments in the Riksbank during the years 1931-36 and thereafter in his 
capacity as under-secretary to the Ministry of Finance, gained in- 
creasing importance by his writings on monetary and fiscal policy, 
not least for his work in writing the official apologia of the policy 
carried out. Lindahl was an adviser to the Riksbank for most of the 
period while Myrdal acted as ‘stimulator’ to the Finance Minister. 

The intensive research work which was carried out, especially in 
the first half of the 1930s, producing the long series of treatises re- 
ferred to, was thus joined with a close concern with the current 
problems of economic policy. Economists at different professional 
levels and with widely divergent interests maintained a close associa- 
tion with one another (e.g. in the energetically conducted debates of 
the Economics Club in Stockholm) with the result that a regular 
contact was maintained between theoretical research and the day-to- 
day problems of economic policy. There were fewer new treatises in 
the second half of the 1930s and economic research found new kinds 
of interests, but the milieu remained extremely fertile for debate until 
the outbreak of war. 


The central position of monetary policy. As has been pointed out 
above, the discovery was made at an early stage that discount policy 
was ineffective in a depression. In conditions of severe unemploy- 
ment and poor profit expectations, it did not help very much if the 
amount of money was increased and interest rates lowered. With 
general demand weak and the factors of production only partially 
employed, businessmen did not need to borrow in order to invest or 
build up their stocks. A large supply of money was only a passive 
prerequisite for revival. Views of this sort were put forward in detail 
in a government bill of May 1933.1 The view that monetary policy 
was of little avail in fact constituted in the early 1930s a new, 
healthy and revolutionary attitude. But it survived the war and in the 
early post-war period became an old and almost reactionary dogma. 

It must be observed that the belief held by economists that mone- 
tary policy is ineffective related only to the trough of a depression 
and, in some ways, to the very peak of a boom. In the light of the 


1 Proposition No. 260, May 1933. 
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views which have emerged since the war, it is interesting to find that 
it was already held in the 1930s that a period of bullish speculation 
with increasing prices and widespread distortions in the pattern of 
investment could certainly be brought to a halt by a drastic increase 
of interest rates, although a general crisis might easily be precipitated 
in the process.’ It was therefore considered advisable to use other 
methods. In the intervening period between a boom and a depression, 
the ability of the Riksbank to guide developments by the traditional 
methods of variations of discount rate and open-market operations 
was considered quite adequate. 

This is an appropriate juncture to draw attention to the fact that 
economists were unanimous about the importance of the declara- 
tions of the Riksbank on the aims of economic policy. It was be- 
lieved that these declarations would in some measure help to mould 
public opinion concerning future prospects and thus simplify the 
tasks of economic policy. In particular, great significance was 
attached to the repeated declarations by the Bank that its intention 
was to maintain a constant value of money. These declarations were 
regarded as important ingredients in the monetary policy of the 1930s 
and, in so far as the public felt or gained confidence in the intention 
and ability of the Bank to uphold the value of money, the develop- 
ment of speculation and an inflationary mentality was avoided; in so 
far as a slight rise of wholesale prices was foreshadowed by the 
Bank’s declarations, production received a corresponding stimulus. 
The economists attached great importance to the creation of con- 
fidence by policy pronouncements of this sort. Post-war experiences 
have shown, however, that a mere declaration of the aims of econo- 
mic policy does not under all circumstances create confidence and 
support for that policy. It is much less simple to influence or guide 
the expectations of businessmen with, for instance, vague declara- 
tions about economic equilibrium with a quite indeterminate and 
complex meaning (see Chapter vii) than to do so with clear and 
comprehensible statements of such single aims as the maintenance of 
a stable cost of living or the attainment of a certain exchange rate for 
the krona. Even so the decisive factor is, in the last resort, the con- 
fidence which is felt in the ability of the Bank or other government 
agencies to achieve the declared objectives. In this respect, the ex- 
periences of the post-war period have been highly instructive. 

In effective contrast with the general outlook found in the post- 
war period, the quite decided view was prevalent during the 1930s, 
even among economists, that the Riksbank should have a central and 


1 See Atgarder mot arbetsloshet, p. 104. 
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independent position in the formulation and conduct of economic 
policy. This view was based on a belief in the decisive importance of 
monetary policy implying, among other things, that the role of 
fiscal policy should be no more than supplementary. Lindahl in 
particular carried this to extreme lengths in his suggestion that the 
Riksbank should direct the Ministry of Finance on the preparation of 
budgetary policy so that the latter might be integrated with 
monetary policy.? 


DIFFERENT VIEWS OF THE POTENTIALITIES OF FISCAL 
POLICY 


The possibilities of monetary policy were agreed upon not only by 
economists but also by most businessmen and politicians. There was 
no such unanimity, however, over fiscal policy and here a fierce 
campaign was being waged at the beginning of the 1930s. The 
Finance Minister Ernst Wigforss, along with a number of econo- 
mists, believed that it was possible to start a revival of business by 
increasing loan-financed public works.? While most economists 
claimed that it would be possible by means of an expansive fiscal 
policy which would include public works financed by loans to bring 
about a revival from depression, the idea was contested by conserva- 
tives and sceptics on grounds of greatly varying validity. Some main- 
tained that increased public expenditure would in the end be at the 
cost of reduced production and employment in the private sector of 
the economy; it would constitute a large tax upon savings and make 
revival more difficult. Others said that wages would be upheld or 
would even rise, with the result that the necessary adjustment would 
be delayed. Still others maintained that the financing of non-profit- 
making undertakings by loans merely meant the postponement of 
present difficulties to the future. Most important of all, there were 
warnings of the danger that expanded state activities during a depres- 
sion might become a permanent feature as it might prove impossible 
to curtail them in the subsequent period of boom; hence when 


1Tindahl, Penningpolitikens Medel, p. 63, and also his essay in Ekonomisk 
Tidskrift, 1935, p. 33. 

2 Ernst Wigforss who (except for a break of a few months) was the country’s 
Minister of Finance from 1932 to 1949, was the political driving force behind the 
advocacy of an active financial policy. On the many occasions in the 1930s when 
I heard him discuss economic theory with economists, I was impressed by his 
wide knowledge of economic doctrines. See, for example, his lecture on the 
government budget before the Swedish Economic Association on February 3rd, 
1933, ‘Statsbudgeten’. 
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another depression occurred public expenditure would be expanded 
still further. 


Disputes between schools of thought. The differences in outlook which 
found expression in the discussions of general economic policy of the 
early 1930s and which were, moreover, an echo of an international 
debate between schools of political economy, ‘can nowadays be said 
in the main to have been resolved. The conflict depended partly on 
differing views of the causes of depressions and of the interplay of 
factors in the process of revival. Part of the scepticism of some 
economists regarding the effectiveness of expansionary fiscal policy 
was based on the acceptance of a shortage of savings as a normal 
phenomenon in an expanding economy. From this assumption, it 
was argued that the state, like any private income receiver or entre- 
preneur, should spend no more than was permitted by current receipts. 
According to this interpretation, the crisis had arisen as a result of 
over-investment or misdirected investment induced by an overesti- 
mation of the size of voluntary saving (by reason of too elastic a 
credit system). The depression was a necessary and natural correc- 
tive and it should not be brought to an end by artificial intervention, 
in the form, for example, of injections of purchasing power created 
by increased public expenditure. Since the downturn had originally 
been caused by too little saving, the depression could not reasonably 
be overcome through a further decrease of saving and an increase in 
expenditure on consumption and investment. On the contrary, the 
argument continued, saving should be increased in order to remedy 
the deficiency of saving which had provoked the crisis. Only by this 
method would it be possible to reduce the price of savings, i.e. interest, 
and thus, thanks also to the reductions in wages, to restore profita- 


1 An interesting account of the arguments for and against contra-cyclical 
fiscal policy is found in the Proceedings of the Swedish Economic Association, 
beginning with the publication of a lecture by Erik Lindahl: ‘Offentliga arbeten i 
depressionstider’ (November 25th, 1932). Compare also the following quotation 
from Gustav Cassel, ‘Naringslivets aktivisering’ in Skandinaviska Kreditaktie- 
bolagets kvartalsskrift, July 1935, p. 47: “Against the activation of economic life 
through public works must be set the further crippling of private enterprise which 
may possibly follow upon the appearance of the state as an entrepreneur. Private 
enterprise may see itself forced to one side by the state or by state-subsidized 
undertakings. This could easily be the result, for example, of house-building 
carried out or subsidized by the state or municipalities. Private enterprise may 
see itself equally threatened if the state intervenes to help private firms which find 
themselves in difficulties, thereby dislocating the essential prerequisites for com- 
petitive efficiency. Further, state intervention may result in the maintenance of 
the wages of certain workers at an uneconomic level, i.e. a level incompatible 
with equilibrium in the country’s economy.’ 
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bility in economic life.1 Joined to this type of conception of the 
workings of the economic system, one often found a view of the 
natural functions of a depression. As a result of the competition the 
economic system could rid itself during a depression of the least 
efficient firms, which had come into existence or had expanded in an 
unhealthy manner, during the preceding boom. As trade declined, 
prices fell and the value of money rose. It was only owing to the fairly 
regular recurrence of depressions that the value of money could 
maintain a long-term stability. Often enough behind interpretations 
of this kind there certainly also lay an instinctive fear of state expan- 
sion and control. It was feared that financial measures intended to 
even out the business cycle would ultimately result in an increase in 
the power of the state and increased state control over all branches 
of economic life.’ 

Closely allied with this concept of the nature and function of the 
business cycle was an attitude towards wages policy based on current 
theories of the connections between wages and unemployment. In 
discussions during the 1920s on the reasons for the existence of a 
great deal of unemployment, the high wages in industry and in the 
building trades were held to be of decisive importance.’ Wages were 
regarded in this view principally as the cost of the labour factor of 
production. Like other prices its function was to create balance 
between supply and demand. There had been a relatively large in- 
crease in average hourly wage rates compared with that of the prices 
of industrial products after the end of the First World War; this con- 


1 See Johan Akerman in Det ekonomiska ldget, published by Sveriges Industri- 
forbund (The Federation of Swedish Industry), August 1931, p. 32: ‘If we wish 
to return to boom conditions, we must first fulfil the essential pre-requisite of a 
boom, i.e. a high level of savings, since that alone permits a high level of enterprise 
and employment . . . Taking all things into consideration, I believe that it would 
be in the interest of workers and the community as a whole if it were possible to 
bring about a general reduction of the wage level now by, say, 5 per cent.’ 

2In the above-mentioned discussion in the Swedish Economic Association 
(Autumn 1932) Eli F. Heckscher expressed these misgivings with great clarity. 
He maintained that there was nothing wrong with the logic of the theory of the 
effects of public works policy. The mistake lay in the initial premises. He warned 
especially against the view that the state would be able to adapt economic policy 
according to the state of business conditions; Heckscher’s opinion was that 
economic policy would come to be varied in accordance with current conceptions 
of business conditions and these had hitherto generally shown themselves to be 
notoriously wrong. There was a risk, for example, that the state would never cut 
down its expenditure with the excuse that business conditions always are bad or 
likely to become so. ; 

3 See especially Arbetsléshetsutredningens betdnkande, Part I: ‘Arbetsloshetens 
omfattning, karaktaér och orsaker’ (S.O.U. 1931:20, section 5) and ‘Orsaker till 
arbetsléshet’ (S.O.U. 1931:21) written by Gosta Bagge. 
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tributed, in the view held in influential quarters, among other things 
to the intensive movement in the 1920s for rationalization, with the 
effect that the demand for labour in relation to its rapidly rising 
supply was restricted. The improvement in employment figures that 
occurred in 1922-23 in this view depended to an important extent on 
the favourable effects on profit expectations of the rapid fall in 
labour costs. In other words, a depression and accompanying large- 
scale unemployment brought about the adjustment of price relation- 
ships which was an essential requisite for the restoration of balance 
and of business revival. 

Experiences during the severe depression after 1929 caused a violent 
reaction against trade cycle theories of this sort. This was especially 
true in the U.S.A., but occurred also in England and elsewhere. 
Through writers like Keynes in England and Alvin Hansen in the 
U.S.A. something like a revolution took place in attitudes towards 
the recurrence of depressions. In the new interpretation simply 
stated, the decisive factor in the determination of economic condi- 
tions is effective demand. One important consequence which fol- 
lowed from this was that an increase in saving was regarded as reduc- 
ing the demand for consumer goods and thus necessarily leading to a 
deterioration of economic conditions. In the discussions of the new 
school of economists, wages were no longer regarded principally as 
the price of labour (with the usual functions of price), but as the 
most important element on the demand side. Thus, the fall in wages 
during the depression of the 1920s should be regarded as reducing 
purchasing power by about the same amount as costs of production, 
while at the same time the decline in prices induced a deflationary 
outlook which restricted the incentive to production and investment. 
Recommendations for measures to counteract the depression should 
then aim at an increase of purchasing power through higher wages 
and prices, reduced savings and increased public expenditure. 
Purchasing power theories along these lines were often carried to 
extreme lengths as a direct reaction against the earlier passive atti- 
tudes towards economic policy and also against the kind of policies 
actually pursued in 1920-22 and 1929-32 when unemployment and 
distress reached alarming proportions.* In consequence, exaggerated 
notions arose of the possibility of starting a trade revival by means of 
fiscal policy. At the same time an almost hostile attitude developed 


In fact, it was hardly a question of new theories; what was new about ‘the 
new economics’ in the English writings was very largely the fact that this approach 
to economic problems was now accepted by economists of repute who used their 
technical skill to cover up the rough patches in the old purchasing power theories 
from the time of Sismondi and Malthus with the necessary scholarly polish. 
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towards saving, creating serious problems of adjustment when, with 
the prevailing tendencies towards inflation and over-full employment 
of the 1940s, saving again became a virtue. 


The attitude of Swedish economists. The attitude during the 1930s of 
those Swedish economists who recommended active fiscal measures 
as a remedy against depression appears to have been predominantly 
cautious and sceptical. Business cycle theories which provided 
grounds for an active fiscal policy aimed at maintaining purchasing 
power during a depression were, as was stated earlier, by no means 
radically new or revolutionary in Sweden; such concepts had been 
the more or less daily fare of Swedish economists from the days of 
Wicksell. It can be presumed that the Wicksellian tradition con- 
tributed to the predominance among economists at that time of the 
view that an active fiscal policy was to be regarded as supplementary 
to the monetary policy of the central bank. Lindahl, moreover, had 
shown in 1929 how fiscal measures could be used to influence the 
total demand of the community, thereby raising or lowering the price 
level. The novelty lay rather in the fact that during the 1930s it was 
primarily a question of affecting production and employment instead 
of the price level. But from a purely methodological point of view, 
this did not imply any fundamental departure. 

In an appendix to the Finance Bill of 1933 (concerning the effects 
on economic development in Sweden of different measures of fiscal 
policy), Myrdal put forward a consistent theory for the stimulation 
of business by means of loan-financed public works. The funda- 
mental economic principle first stated here by Myrdal (and subse- 
quently taken up in a series of publications issued under the auspices 
of the Commission on Unemployment), was extremely simple and 
could be used directly as the starting-point for economic policy. 
Falling incomes and profits tended to lead to cuts in both private and 
public expenditure on consumption and investment. From this it 
followed that the first step was to check the downward spiral of in- 
comes, prices and employment. Increased governmental expenditure 
—especially in the form of public works — would bring about an 
increase in demand which could counter, or if on a sufficient scale 
compensate or even overcompensate for, the generally falling trend. 
Myrdal and other economists showed that public works during a 
depression did not cost anything in real economic terms since they 
merely involved the use of otherwise unemployed factors of produc- 
tion. Moreover, from the usual point of view of profitability public 
investments would be cheaper during a depression than at other times 
since they were undertaken in low-cost conditions. The indirect effects 
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of public works financed by loans were emphasized; i.e. it was demon- 
strated that increased state expenditure would create larger incomes 
and in turn further new expenditure. In general, no great attention was 
paid to the question of how large these indirect effects might become, 
though some examples were given of the multiplier effect.t In reply 
to the criticism that an expansive fiscal policy might involve certain 
dangers with regard to savings and the price level, it was shown in the 
works quoted that in the process of expanding production and 
incomes through increased public works a corresponding saving 
comes about ex post. This process leads, among other things, to an 
increase in the government revenue and might even make it possible, 
via a budget surplus, to repay the loans borrowed during the crisis.? 

From the same standpoint, the fear that increased public expendi- 
ture would undermine activity in the private sector of the economy 
could be dismissed. One of the presuppositions was that monetary 
policy would be so elastic that increased state borrowing would not 
impair the availability of credit for private undertakings. The private 
sector would, on the contrary, receive the stimulus of the increased 
demand induced by the active financial policy. The fear that the wage 
level would be maintained or even raised as a result of an active fiscal 
policy was dismissed in just the same way as was the old idea that 
depressions could be overcome by reducing wage costs. Wages were 
costs and a source of purchasing power at one and the same time.® 


Concepts of the business cycle and the cautious attitude to fiscal 
policy. There is no need to go more closely into the different theories 


1 See Bertil Ohlin, Penningpolitik, offentliga arbeten, subventioner och tullar som 
medel mot arbetsléshet, pp. 103-7. The lines of reasoning are in fact very similar to 
those of R. F. Kahn in his famous pioneering exposition of the concept of the 
multiplier process in his article, ‘The Relation of Home Investment to Unemploy- 
ment’ (Economic Journal, June 1931). 

2 This question was dealt with at particularly great length by Ohlin (ibid., esp. 
Chapter n, para. 3 and para. 5). Ohlin examined in detail the interaction on the 
money and capital markets during a process of expansion, attaching great impor- 
tance to the ex post equality between investments and saving. This was the same 
theme that Keynes expounded so energetically in 1936 in his General Theory. 

3 After a detailed study of a number of models Alf Johansson came to the 
following conclusion: ‘To sum up, we may say that a theoretical consideration of 
the role of wage changes in the course of the business cycle does not give rise to 
any other conclusion than that which seems to follow from an empirical examina- 
tion. Wage changes are not an essential component in the business cycle. They 
may certainly modify the course of the cycle in different ways, but these modi- 
fications may, according to each separate combination of circumstances, work in 
different directions. Wage changes must therefore be regarded in general as re- 
latively unimportant in determining the cycle as compared with the more domin- 
ant factors’ (Léneutvecklingen och arbetslosheten, p. 160). 
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about the effects of public works here. But it is worth while to call to 
mind the conservatism and caution which consistently characterized 
the recommendations of Swedish economists in the 1930s. Myrdal held 
that it was important to pay attention to the soundness of government 
finances. One should carefully watch the relationship between the 
state’s debts and its productive resources and see that in the long run 
the net wealth of the state increased. Such regard for soundness in the 
state finances implied a strict limitation to the free exercise of fiscal 
policy. One aspect of this attitude was the requirement that the 
state budget should balance over the course of a business cycle. 
During boom periods the state would use the current budget sur- 
pluses to repay crisis loans or to build up funds for counter-cyclical 
measures during depressions. 

This view of the limitations of fiscal policy was more or less com- 
mon to all Swedish economists. It had its origin in their conception 
of the character of the business cycle. Economic fluctuations were 
regarded as virtually unavoidable and as being inherent in the 
economic system. The object of economic policy should be no more 
ambitious than to try to level out the oscillations to a certain extent 
by raising the troughs and lowering the peaks. Typically enough, it 
was considered that to stimulate or prolong an existing boom 
through injections of credit and additions to purchasing power would 
only aggravate the subsequent depression; on the other hand the 
application of a damping effect of a budget surplus would mitigate 
the severity of the subsequent depression.’ There was also a common 
belief that stimulants should not be injected into the economy at the 
very first onset of a recession or else the opportunities of liquidating 
the more unsound investments of the boom period would be lost. 
With such an interpretation of business cycles, fiscal policy could 
aim only at a certain levelling out of the fluctuations.’ The more 
optimistic attitude towards the potentialities of fiscal policy during 
the post-war period, with its programme for full employment, de- 


1Cf. e.g. Gunnar Myrdal, Finanspolitikens ekonomiska verkningar (1934), p. 
272: ‘One may anticipate, in fact, that by suppressing the boom, the following 
crisis and depression will be made less severe. The theoretical economic proposi- 
tion lying behind this assumption has not been fully worked out here. But it is to 
be pointed out that this view is agreed upon by all economic theorists more or less 
irrespective of their other interpretations of economic behaviour.’ 

2 Although a smoothing of economic fluctuations was what the economists 
seem to have aimed at in general, there were of course different degrees of em- 
phasis by different authors. Thus Lindahl criticized these objectives as too modest 
and wondered whether it would not be possible to achieve a lower unemployment 
figure during the boom. See ‘Arbetsléshet och finanspolitik’ (Ekonomisk T. idskrift, 
1935, p. 1). 
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notes a decisive change in the conception of the nature of economic 
fluctuations. 

The modest interpretation of the possibilities of fiscal policy was 
also determined by the importance attached to psychological reac- 
tions inside an economy. It was considered essential to the effective- 
ness of financial measures that entrepreneurs and the public in 
general should not distrust the government’s intentions. Loss of con- 
fidence in the intentions of the government might either liberate fears 
of inflation or, on the contrary, paralyse business initiative. Great 
importance was thus laid on the factor of confidence, and this in- 
cluded the views held by practical men of business as to what con- 
stituted sound economic policy. Similar attention was paid to the idea 
that budgetary policy should be devised in such a way as to give cer- 
tain guarantees that an increase of public expenditure during a de- 
pression would not lead to a permanent expansion of public activity 
at the expense of the private sector of the economy. The rules of long- 
term fiscal policy should enforce a compulsory reduction of public 
expenditure during the boom period.t On these points, one finds a 
great change in outlook over the next ten years. 


International conditions. The economists’ view that financial measures 
were needed to supplement monetary policy in the trough of a 
depression (and possibly also at the crest of a boom) was not merely 
determined by the concept of a multiplier effect. Another factor of 
importance was the idea that state expenditure and taxes could be 
used as a means of stimulating specially chosen fields of activity 
where the unemployment rate was high, and as a means of restricting 
demand in other fields. In other words, fiscal policy had the obvious 
advantage over monetary policy, with its indiscriminate effects, that 
budgetary measures were able to discriminate between one sector and 
another according to the very great variability which often existed 
in the possibilities of increased production. 

In the writings of Swedish economists during the 1930s, these 
possibilities of discrimination and direction were discussed in detail 
and tried out in a series of case studies, starting from various different 
suppositions concerning the character of the depression. It could be 
shown that it might be reasonable in certain situations to combine the 
stimulation of expansion through public expenditure in certain sec- 


* ‘The principles of balancing the budget should be formulated in such a way 
that the serious need of ‘‘the greatest possible thrift in view of the difficult budget 
position’’ is really felt during a rising boom situation, at the same time as any 
exaggerated impression of the calamitous budget situation during recession and 
slump periods should be avoided’ (Myrdal, Op. cit., p. 274). 
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tors with a deliberate reduction of expenditure in other sectors. The 
emphasis placed on the need for such differentiation was particu- 
larly important in view of the limitation to the opportunities for 
expansion set by the balance of payments position. 

As was shown in Chapter 11, Sweden’s relatively stable internal 
economic situation in 1930 and 1931, coinciding with the intensifica- 
tion of the international depression, upset her balance of payments 
position. While exports fell, imports were more stable as a result of 
the relatively high level of demand inside the country. Similarly, it 
was thought that if Sweden independently took effective measures 
against the depression and the Swedish economy began to recover 
in isolation, the result might be that imports would increase but 
exports would continue to stagnate. Under these conditions, an 
expansionist policy could onlv be successful if there existed what 
economists called an adequate ‘international space’, either in the form 
of considerable foreign exchange reserves or if made practicable 
through the restriction of imports or the stimulation of exports by 
one means or another. In the course of the explorations of the 1930s, 
an inventory was drawn up of the feasible methods of creating the 
international space needed for an internal expansionary policy. The 
means suggested included the devaluation of the krona, import duties, 
export subsidies and an active trade policy which, by means of in- 
creased imports, would make it easier to export. The effects which 
different measures would have on foreign trade could be taken into 
consideration in the shaping of tax and spending policies. Discrimina- 
tive sales taxes could be imposed on those types of goods which were 
very largely imported, and state expenditure could be directed to- 
wards activities which were relatively independent of imports. 

When the risk of exchange difficulties in the event of an isolated 
Swedish economic upturn was taken into account, wage movements 
were no longer without significance for the course of economic 
affairs: There might be some justification for lowering real wages 
either by reducing nominal wages or by increasing indirect taxes in 
order to limit the demand for imported goods. The consideration of 
international limitations upon internal policy gave greater strength 
to the case for a restrictive financial policy in boom conditions. 
Since such a policy was intended to moderate the intensity of the 
boom (compared with the situation in other countries), the result 
would be to create a surplus in the balance of payments and in this 
way greater international space for an expansionary economic policy 
in a subsequent depression. 


1 This reservation was also made by Alf Johansson, op. cit. 
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GENERAL COMMENTS ON THE OUTCOME OF THE POLICY 
DISCUSSIONS OF THE 19305 


The fact that the recommendations of the Swedish economists were 
characterized by a somewhat sceptical attitude towards the possibil- 
ity of conducting an independent Swedish economic policy was to a 
considerable extent the result of the knowledge that great difficulties 
existed because of the limited scope afforded by the international 
economic situation. The acceptance of the fact that world conditions 
set definite limits to the possible achievements of an independent 
policy of expansion in Sweden gave an air of realism to the theoretical 
discussions. Direct contact with the actual problems of politics and 
administration gave Swedish theorists some experience of dealing 
with practical problems — such as those which arise, for example, in 
the process of adapting public works from boom to slump conditions. 

Among all the difficulties associated with the introduction of 
counter-cyclical measures attention was particularly drawn to the 
problems of uncertainty in the forecasting of the business cycle. The 
writers who have been mentioned here were all anxious to emphasize 
that economic stability could not be satisfactorily judged solely from 
the criterion of general price movements. It was necessary to see the 
economic situation as a whole, including different price relations, in- 
vestments and foreign trade. Interest was concentrated to such a 
great extent at this time on an economic policy aimed to produce an 
economic revival that the question of changes in the price level 
tended to appear only in out-of-the-way corners in the works of the 
economists. As will be shown in the following chapter the interest in 
the development of the general price level returned when the econo- 
mic situation changed during and after the war. 

Finally it should be pointed out that, in general, there was no talk 
in Sweden in the 1930s of long-term economic stagnation. The situa- 
tion in the U.S.A., where economic activity was at an extremely low 
level in the 1930s, was reflected, as is well known, in the views of 
Keynes and Hansen concerning the tasks of economic policy in a 
stagnant economy. But Keynes and his followers gave to their explan- 
ation of the particular conditions of the 1930s the character of a 
theory of universal validity for an ageing capitalist society. No such 
idea of secular stagnation appeared in the economic discussions in 
Sweden. As has been maintained above, both tradition and practical 
experience were opposed to theoretical speculations of this type. The 
view that cyclical fluctuations were the main problem also implied a 
sceptical attitude towards the possibility of solving the problems of 
structural unemployment and surplus capacity by means of fiscal 
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policy. The risks of faulty judgment were emphasized; ill-conceived 
intervention might hinder or slow down an automatic process of 
adaptation and liquidation.’ Since attitudes of this sort towards 
economic policy were typical of that period, there was little analytical 
discussion or writing on the problems in which we are now most 
interested, i.e. how fiscal and monetary policy should be conducted 
when economic activity is at a level approaching full employment. 

The exhaustive theoretical inventory of the means of economic 
policy drawn up during the first half of the 1930s was put to use only 
to a very limited extent. The economic upturn got well under way 
while the discussion was still in progress. Nevertheless the impor- 
tance of the discussion should not be underestimated. The active 
academic discussion conducted, as it was, in close contact with current 
practical problems was extremely fruitful and resulted in consider- 
able progress in scientific method. A great many reactionary ideas 
and superstitions (e.g. about the nature of a depression and the role 
of savings) disappeared, although to some extent they were replaced 
by others (e.g. the need for sound governmental finances). Swedish 
economists during the 1930s became ‘specialists’ on depressions and 
on economic policies designed to start a revival. Certainly, this know- 
ledge turned out to be very useful when the Commission for Post-War 
Economic Planning began its investigations in 1944, with the main 
task of preparing an economic programme to meet the anticipated 
great post-war depression. In the actual problems of inflation which 
the events of the past fifteen years have created, however, the theo- 
retical analyses of the 1930s have been useful only in a very indirect 
way. 


1 See Atgdrder mot arbetsléshet, Chapter xx. 
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THE ENDS AND MEANS OF SWEDISH 
MONETARY POLICY SINCE 1945 


THE FORMULATION OF AIMS 


In the economic discussions of the 1930s, a great deal of attention 
was paid to the possibility of conflict between economic stabilization 
(or economic expansion, as the case might be) and the achievement or 
maintenance of equilibrium in the balance of payments. The pro- 
blems involved were discussed in detail, but they did not arise in 
practice after 1933; since the war, however, this conflict has pre- 
sented very serious difficulties. Significantly enough, during the 1930s 
there was not thought to be any real conflict between the two 
central aims of stabilizing the value of money and avoiding economic 
fluctuations. On the contrary, the attractive view was accepted that 
these two objectives were not merely compatible but even almost 
identical. In recent years, of course, the difficulty of reconciling high, 
stable or full employment with a constant value of money has become 
one of the main subjects of discussion. A brief exposition of this 
earlier concept of compatibility will therefore serve both as a con- 
clusion to the foregoing survey of the development of economic 
theory in Sweden in the 1930s and as an introduction to the new 
trends of thought of the post-war period. 


Price changes and economic equilibrium. A constant price level has 
long been regarded as a symptom or indicator of general economic 
equilibrium. Wicksell was primarily responsible in Sweden for pro- 
viding theoretical backing for this view. It should be emphasized at 
once that, interpreted rather freely, Wicksell’s concept of equilibrium 
included the ‘full’ employment of a community’s factors of produc- 
tion and thus also of its manpower. Wicksell understood by ‘full’ 
employment a condition in which, at current prices and wages, the 
total supply of goods and services corresponded with the total de- 
mand for them. If the general price level was rising, this was a sign 
that total demand at current prices was tending to exceed total supply, 
and thus a sign of disequilibrium. If there was a surplus of goods and 
manpower, prices and wages would be forced down as a result of the 
effective competition which, in the simple model, was assumed to 
exist both among entrepreneurs and among workers. When changes 
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occurred in the relation between supply and demand, in technology 
or in the costs of production in various sectors of the economy, the 
result would be permanent changes in price relations. But a general 
movement of prices and wages either up or down was to be regarded 
as an indication of a lack of economic equilibrium in the society as 
a whole. In Wicksell’s model the relation between total supply and 
total demand could be restated as the relation between savings and 
investment. The questions involved will be examined in greater detail 
in the next chapter.? 

In conditions of general economic disequilibrium, manifested in a 
rise of the price level, any economic policy which is drawn up with the 
aim of minimizing cyclical fluctuations must face the decisive and re- 
current question of whether or not this price rise performs an 
equilibrating function. If the price of a single commodity rises this is 
not merely a symptom of disparity between supply and demand; the 
price rise normally leads also to reactions which cause supply to ex- 
pand and demand to contract, with the result that the disparities are 
reduced or removed and the price rise is halted at a new position of 
equilibrium. A general rise of prices and wages, on the other hand, 
does not work in this way. In certain situations it will not exert a 
generally stimulating effect on supply, nor a generally restrictive 
effect on demand. If both prices and costs rise more or less in parallel, 
there is no incentive to increase production; in conditions of full em- 
ployment this is in any case impossible. Similarly, there need be no 
reduction in demand since incomes probably rise at about the same 
rate as prices. On the other hand, there is a real danger that if a 
general price rise continues it may aggravate the lack of equilibrium 
since the fear that the rise will continue may induce both private con- 
sumers and businessmen to increase their expenditure. The process is 
thus cumulative and will continue so long as the original cause of the 
disturbance to equilibrium or the disparity which initiated the price 
rise remains in existence.? Once it appears that the rise in the general 

1[t should be unnecessary to explain these concepts (demand, supply, price 
level, competition) precisely or to show them in the model connections which 
Wicksell, Lindahl and, more recently, Bent Hansen (A Study in the Theory of 
Inflation, London, 1951) have constructed. The intention here is to present in as 
simple a form as possible the concepts of economic relationships on which are 
based the views examined here of the ends and means of economic policy. 

2 Wicksell’s model of a process of cumulative price and wage increases was con- 
structed in connection with an analysis of the consequences of sub-normal interest 
rates. In his last essay in Ekonomisk Tidskrift, ‘Valutasporsmalet i de skandina- 
viska lander’ (1925), Wicksell shows, however, to his own admitted surprise, how 
a self-generating process of rising prices can come about through an increased 


shortage of commodities. A price rise caused initially by a shortage of goods con- 
tinues because income receivers constantly strive to maintain their old real con- 
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price level does not provoke neutralizing reactions the rise comes to 
be regarded as undesirable and the stabilization of the value of money 
becomes an independent aim of economic policy. 

It is easy, however, to imagine a type of development in which an 
inflation puts an end to itself. If prices rise at greatly varying rates in 
different sectors of the economy, the process may lead to a new posi- 
tion of equilibrium, although perhaps an unstable one. This may 
follow, for example, if wages lag behind prices. In that case a redis- 
tribution of incomes occurs to the advantage of producers with the 
result that the demand for consumer goods tends to be held back by 
the gradual reduction of real wages. This situation is likely to lead to 
higher business profits and thus to increased saving. It is true that 
this may be counterbalanced for a time by increased expenditure on 
investments but the eventual result is likely to be a curtailment of 
market opportunities (e.g. when the investments have increased the 
supply of goods) and thus a cessation of the inflationary process. 
Even the alternative possibility, that wages may rise faster than prices, 
might conceivably have the same final result, i.e. that through the 
reduction of the margins of profit, the inflation brings itself to a halt. 
Thus an uneven price rise may in one way or another lead to a situ- 
ation in which the general price rise will be halted and may eventu- 
ally result in recession and deflation. A rise or fall of the general price 
level can thus in certain situations be regarded as a method of attain- 
ing economic equilibrium. In such a case, conflict may then arise in 
the formulation of economic policy between the desire to achieve 
economic equilibrium and the desire for a constant price level. 

Reasoning along these lines has been fundamental in the develop- 
ment of Swedish economic thought and even in the official declara- 
tions on monetary policy. The problem may be stated thus: how 
should the price level vary in order to establish a balance between the 
total supply of and demand for goods and services? When the pro- 
blem is stated in this manner the price level is close to becoming a 
means of reaching stability or equilibrium. This was the logical, 
though seemingly unrealistic, manner of approach when, during and 
immediately after the war, the plans for monetary policy were drawn 
up. Although the argument is completely logical from a strictly 
theoretical point of view, it contains an apparent element of unreality 


sumption — which by hypothesis is physically impossible — and the price rise 
creates the required basis for demand. Only when the income receivers resign 
themselves to the situation and adapt the consumption which they seek to attain 
to the physically possibly supply, i.e. when they increase their saving, does the 
price rise cease and equilibrium become established. This is obviously an ap- 
proach which would be very appropriate to modern problems of inflation. 
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which suggests that economists are not always the most reliable of 
policy-makers. 


Changes of the price level in inverse ratio to productivity. As was 
pointed out earlier, policy in the 1930s was not bound with complete 
rigidity to the norm of a constant price level. The maintenance of ‘the 
purchasing power of the krona in the hands of the consumer’ did not 
altogether preclude a raising of the level of wholesale prices. Indeed, 
to raise the wholesale price level came to be one of the methods of 
improving conditions. Other modifications were made in the course 
of the 1930s to the requirement of price stability; the view came to be 
accepted that a rise in import or in agricultural prices should not be 
offset by a corresponding reduction of the prices of other domestic 
products since this might have depressive effects. In other words, 
there was room for discretion as to whether the change should be 
regarded as fulfilling the accepted criteria of economic equilibrium 
according to the nature of the causes of the initial price increase (or 
reduction). 

The theoretical foundation of the plans for monetary policy during 
the war — and to a certain extent also for the above exceptions to the 
rule of the desirability of a constant price level — was found in the 
thesis set forth by Davidson and Lindahl that general economic 
equilibrium is not attained with a constant price level but rather with 
a price level which varies inversely with productivity. The price level 
should fall as productivity increases and should rise as productivity 
falls. Ever since the beginning of the century Davidson had main- 
tained that Wicksell was mistaken in attaching such great importance 
to a constant price level since, in Davidson’s view, this gave no 
guarantee of business stability and economic equilibrium. On the 
contrary, if the price level remained unchanged while productivity 
was rising or falling, disequilibrium would be the inevitable result. 
Lindahl clarified and expanded Davidson’s argument: an economic 
policy which aimed at minimizing economic fluctuations (i.e. which 
aimed at economic stability) should aim at levelling out as much as 
possible the risks and the advantages created by changes in productiv- 
ity and in the price level. This aim was best achieved according to 
Lindahl if the price level fell when general productivity improved and 
vice versa. Greatly simplified, this implied a stabilization of the prices 
of the factors of production. Lindahl demonstrated, moreover, that 
this was a perfectly natural objective in the sense that it would be 
easy to realize — since such a development tended to come about of 
its own accord — and would thus involve a minimum of intervention 
and disturbance. 
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Policy motivation arising from business cycle theory. At the basis of 
the views of Davidson and Lindahl concerning the aims of monetary 
policy lay an interpretation of the business cycle which may be sum- 
marized as follows: a drop in the productivity of an economy involves 
a fall in the yield of a given input of the factors of production (labour 
and capital), measured for example by the real supply of consumer 
goods. The drop may be caused by such occurrences as an increase in 
import prices while export prices remain unchanged (i.e. a deteriora- 
tion of the terms of trade), or a partial external blockade in war-time 
necessitating the production of substitutes and thus lowering effici- 
ency and raising costs. If the general price level of consumer goods 
remains unchanged in circumstances of this sort, deflationary pres- 
sures will be created: higher import prices or higher costs in certain 
sectors have to be offset by the reduction of other prices and costs if 
the prices of consumer goods are on the average to remain at a con- 
stant level. Since wages in particular are slow to move downwards, 
the process must be accompanied by a decrease in profits and by 
unemployment. If, however, the price level is raised in inverse 
proportion to the reduction in the supply of goods, this provides, 
on these simplified hypotheses, a ‘natural’ expression of both 
the increased shortage and the increased costs. Equilibrium would 
be maintained on the market for consumer goods, while busi- 
nesses would on the average receive compensation for their higher 
costs of production and would thus have cause neither to increase 
nor decrease their total demand for labour and other factors of 
production. 

The same sort of analysis can be applied to an increase in pro- 
ductivity. If prices on the average remain constant, the result will be 
an increase in profits. When productivity is continuously increasing, 
entrepreneurs come to expect a gradual increase in their profits and 
are induced to increase their investments and expand production. The 
disturbance to equilibrium would be shown in the increased demand 
for labour, etc. for investment purposes. It is this increase in profits, 
investments and purchasing power which, in this analysis, constitutes 
the disturbance of balance in the direction of inflation. The additional 
demand can be assumed to have come into existence through an injec- 
tion of credit which permits investment to exceed voluntary saving (see 
Chapter vim). In these conditions, a rise in wages resulting from the 
increased demand for labour, does not produce equilibrium. The 
consequence will be an increase in the prices of consumer goods. The 
process may be repeated if the price level is expected to remain con- 
stant at each new position despite the fact that productivity continues 
to rise. If the initial rise in prices leads people to expect a continuing 
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increase, the course of the inflation is hastened.t From this point of 
view it is not unreasonable to regard the inflation of the first years 
after the war to some extent as a consequence of the failure to bring 
about a general reduction of prices (see below). 


Monetary policy and income redistribution. It should be emphasized 
that both Davidson and Lindahl were always very interested in the 
effects of monetary policy on the distribution of incomes. The ques- 
tion was to discover a form of monetary policy which would bring 
about an equitable distribution of incomes and wealth between differ- 
ent groups of the community. If the price level remains constant, in- 
comes derived from nominally fixed claims (incomes from interest, 
matured insurance policies, pensions) receive no share of the rise in 
productivity; alternatively, in conditions of falling productivity and 
increased shortages, these incoraes would obtain an increased share of 
real output. A price level for consumer goods which varies in inverse 
proportion to productivity—i.e. a constant value of money, as 
Davidson understood it — would automatically guarantee greater 
equity in the distribution of changes in total output than would be 
possible with a constant price level. 

Lindahl’s original formulation of the aims of monetary policy was 
determined by his view that economic policy should consistently aim 
towards a fixed objective in order to guarantee ‘legal security and 
confidence’ in economic life. One of the requirements was that the 
price level should vary in such a way that there would be ‘a minimum 
of divergence between the expected and the actual outcome of con- 
tracts agreed upon in terms of nominal values’.’ Lindahl showed that 
this requirement could be met with the greatest likelihood of success, 
if the price level fell when productivity rose and vice versa. 

A characteristic feature of the views of Davidson and Lindahl was 
the assumption of harmony between the aims of business cycle policy 
and the objective of equitable income distribution. {t must be ob- 
served, however, that in this reasoning equity was understood merely 
as the maintenance of the existing distribution of income and wealth. 
If the initial distribution of income is held to be inequitable then 


1 Lindahl constructed models of this kind in Penningpolitikens Medel. The 
underlying economic theory of Davidson’s norm for monetary policy is found in 
numerous places in international economic writings with the different theorists 
who favour ‘neutral money’. An injection of money or credit into an economy in 
equilibrium (e.g. to hold the price level constant) upsets the balance between 
voluntary saving and investments and brings about a dislocation of production 
which has to be liquidated during a subsequent crisis and economic recession. 
(See, for example, F. A. Hayek, Prices and Production, London, 1931.) 

9 Penningpolitikens Mal, Chapter I. 
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obviously Davidson’s two objects are no longer compatible. In fact 
there has not been concordance in the post-war period between the 
policy aims of income distribution on the one hand and the smooth- 
ing of economic fluctuations on the other. A large part of the difficul- 
ties and failures may be explained by the very obvious incompatibility 
between the accepted objects of policy in these two respects. 


Aims and achievements during the first post-war years. The official 
declarations of the aims of monetary policy during the war years were 
largely based on a belief in the importance of changes in the price 
level.1 The official pronouncements of the war years included state- 
ments which were directly inspired by Davidson’s thesis, e.g. with the 
closure of the sea lanes to the west in 1940. The effect of the blockade 
was to decrease both productivity and the supply of goods. The view 
was taken that higher prices resulting from the increased shortage of 
supplies might be permissible, but only if it could be shown that 
there had been a direct increase in costs of production.’ It is note- 
worthy that the government showed itself in these declarations of 
policy to be very anxious to stress the continuity with the economic 
policies and programmes of the 1930s. 

The government’s attitude towards what should happen to prices 
after the end of the war was made definite and clear; prices should be 
brought down as soon as the blockade was relaxed and as soon as 
relatively cheap imports (e.g. coal and coke to replace the expensive 
firewood) could come in again and as soon as, for these or other 
reasons, a start had been made to improve productivity. Prices should 
be reduced in proportion to the increase in productivity, while the 
prices of the factors of production, including wages and other in- 
comes, should be kept as steady as possible. 

These aims may be regarded as a compromise between the desire 
on the one hand to regain as much as possible of the loss of the value 
of money during the war and on the other to avoid any sort of reces- 
sion that might lead to unemployment. 


* For an authoritative analysis of the importance of the development of econo- 
mic doctrine in Sweden in the laying down of the main lines of monetary policy 
during the war, see Dag Hammarskjéld, ‘Den svenska diskussionen om penning- 
politikens mal’ (in Studier i Ekonomi och Historia, dedicated to Eli F. Heckscher, 
Uppsala, 1944). 

* The reservation made here is derived from the principles adopted in the 
application of price contro]. The attempt was made to apply the rule that a 
reduced total production or turnover — despite increased fixed costs per unit — 
would not in itself be accepted as a reason for a price increase. This rule was 
adopted for practical convenience and came to be accepted by those affected 


within the economy; it did not, however, fit easily into the theoretical framework. 
See Chapter x1, pp. 284ff. 
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The deflationary policy of the years 1920-22, which were indeed 
accompanied by severe depression, was held up as a warning example. 
Thus, part of the loss of the value of money — that springing from 
the wage rises which had occurred during the war —had to be 
accepted; the average wage level for industrial workers was 45 per 
cent higher in 1945 than in 1939. Nevertheless, it was expected that 
the rise in productivity after the war would make possible some 
recovery of the value of money and that this would give considerable 
scope for the satisfaction of the demand for equity in the distribution 
of incomes and wealth. Persons with relatively fixed nominal incomes, 
such as those dependent on pensions or life annuities, would after the 
war receive their share of the general improvement in real income if 
this came about through the fall in the cost of living.’ 

Much greater success was achieved in the easier part of this pro- 
gramme — i.e. in allowing prices to rise as productivity fell — than in 
the more difficult part — in getting prices to fall when productivity 
began to rise again after the war. As shown in Chapter 11 import 
prices fell from the spring of 1945 to the spring of 1946 (by 15 per 
cent according to the import prices index of the Swedish Board of 
Trade and Shipping), and productivity rose appreciably (the volume 
of production by 12 per cent per working hour in industry between 
1944 and 1947); in the spring of 1946, however, the cost of living was 
still at about the same level as at the end of the war and actually rose 
by 5 per cent before the end of 1947. 

However utopian the aims of monetary policy may have been in 
the post-war years, there was still a great deal of theoretical sense in 
their motivation. It can be justifiably claimed from the point of view 
of the theories of Davidson and Lindahl that it was the very failure 
to bring down prices during the transitional period immediately 
following the end of the war that created the basis of the subsequent 
inflation. The profit inflation which arose from the existence of a 
combination of prices and costs which was extremely favourable for 
business was without doubt an important cause of the extraordinary 
investment boom which developed during 1946 and 1947 (see Chap- 
ter III). 


1 [In an article in Ekonomisk Tidskrift, 1943 (‘Sveriges penning-och prispolitik 
efter kriget’) Lindahl put forward the view that a fall of about 15 per cent in the 
cost of living during the early post-war period would be desirable — both from 
the point of view of business cycle policy and of equitable distribution of income. 
Gustaf Akerman went considerably further in his demand for a reduction of 
prices after the war. (See ‘Var prispolitik efter kriget’, Ek. Tidskrift, 1943.) 


131 


BUSINESS CYCLES AND ECONOMIC POLICY 


MOTIVES AND ARGUMENTS FOR LOW INTEREST RATES 


The lowering of the interest rate in 1945. The failure to realize the aims 
of monetary policy set up at the end of the war was the result of a 
whole series of circumstances, including international economic de- 
velopments. I want to take up at this point the question of the means 
which were considered and tried out for carrying out the programme. 
In the rest of this chapter the main stress will be on the position of the 
Riksbank which, according to the traditional view, was primarily res- 
ponsible for monetary policy. 

The Commission for Post-War Economic Planning appointed by 
the Swedish government drew up a detailed inventory of the means 
which might be used in carrying out economic policies. In continua- 
tion of the lines of thought of the 1930s, the Riksbank was 
characteristically treated as being almost completely powerless to 
achieve the aims of monetary policy. Instead, the Commission fe- 
ferred to such possibilities as the use of price control to force prices 
down. When costs fell after the end of the war, prices should be 
forced down by means of a central price control board. Once the 
power of the price control came to be felt, the general public (not 
least the Trade Unions) would gain confidence in the government’s 
ability to bring down prices, and favourable political and psychologi- 
cal conditions would be created for the introduction of the rest of the 
programme. These results could not be achieved by a monetary policy 
of the old pattern based upon higher interest rates and tightened 
credit. 

This attitude reflects one extremely important aspect of the de- 
velopment of monetary policy arising from the discussions of the 
1930s. It was generally accepted in the 1930s that the interest rate was 
of very little importance as a means of stimulating production and 
investment in slump conditions. Economists had also doubted, as 
was pointed out in the preceding chapter, the effectiveness of interest- 
rate policy in a period of pronounced boom. Wartime experiences 
and the current view of the problems to be expected after the war 
created a new attitude towards the functions of the Riksbank. The 
new approach was clearly shown in the reduction of the interest rate 
in February 1945. The discount rate was lowered by } per cent, 
whereupon the interest on long-term bonds fell by about 4 per cent. 
After the steep rise to 44 per cent in May 1940 this marked the last 
stage of a gradual return to the low interest policy of the 1930s with 
3 per cent as the long-term target. The motives which were given for 
the lowering of the interest rate in 1945 provide an interesting insight 
into the thinking about monetary policy in the first years after the war. 
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The argument for lowering interest rates and for keeping them low 
went along three main lines. The first emphasized the ineffectiveness 
of the interest rate as an instrument of policy and was a continuation 
of the ideas developed in the 1930s; the second was complementary to 
the first, setting out to show that a raising of the interest rate would 
in fact work in quite the opposite direction to that intended; the third 
was particularly concerned with actual conditions at the beginning of 
1945. The three arguments will be made more explicit in the following 
section. 


The contrast with Wicksell’s monetary theory. One of the corner- 
stones of Wicksell’s monetary theory — enlarged upon later by 
Lindahl and Myrdal — was the strategic position of the interest rate 
in the course of a business cycle. Expressed simply, Wicksell showed 
that, if the interest rate was too low, a cumulative process of con- 
stantly rising prices and wages was induced. When capitalization 
occurred at a relatively low nominal interest rate, capital values 
became high in relation to the reproduction costs. High profit expec- 
tations induced increased efforts to expand the production of real 
capital, above all through long-term investments in buildings and 
constructions. If there already was more or less full employment in 
the economy, these efforts would necessarily result in increased com- 
petition for labour and materials, with consequent increases of wages 
and prices. According to Wicksell the process is cumulative: when 
wages and other costs have been forced up by competition to a level 
at which profit expectations again appear normal, the consequent 
increase in consumer demand brought about by the additional 
incomes created, results in a corresponding increase in the prices of 
consumer goods. In this way, it is likely that the excessive profit 
expectation will reappear. If interest rates are kept too low, the pro- 
cess of increasing prices and wages will continue in this way and can, 
in theory at least, become infinitely cumulative. Conversely if interest 
rates are too high, the reverse occurs. 

There is no need to examine any more closely Wicksell’s analysis of 
the effects of unduly low interest rates. The essential point is that the 
significance of the interest rate is treated in this approach from the 
point of view of its effects on the demand for goods and labour. The 
level of interest rates is considered to influence the demand for invest- 
ment goods and through this, via a multiplier effect, the demand for 
consumer goods also. ! 

The main argument in favour of low interest rates during and since 
the war denied that moderate variations in the interest rate have such 
an effect on investment (and thereby on the demand for goods and 
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services) as Wicksell’s theory assumed.t It was not denied that a 
drastic raising of the long-term interest rate — to 5 or 6 per cent — 
would reduce investment activity in those sectors which are the most 
sensitive to changes in the level of interest. Indeed, most opponents 
of interest rate policy were ready to describe such action as 
catastrophic in its effect on urgent building activities (especially on 
house-building). In political discussions it was often contended that 
a raising of the level of interest rates would amount to an attempt to 
cure the inflation by creating unemployment and the experience of 
1920 when discount rates were at last raised was cited as evidence. On 
the other hand, it was maintained that the effect of a moderate 
increase in interest rates on investments in stocks and machinery, on 
expenditure for repairs and so forth, would be very limited or non- 
existent. In other words, a drastic interest rate policy would probably 
have undesirable consequences from the point of view of investment 
and employment, whereas a moderate increase in interest rates (by 


‘It is interesting to note that there was a similar attitude towards the possibili- 
ties of interest-rate policy at the end of the First World War. From the report 
quoted in Chapter v, ‘Penningvardets reglering . . .” (p. 22) the following pro- 
nouncement by the head of the Riksbank and other banking experts may be 
quoted: ‘The view expressed here concerning the ineffectiveness of the discount 
rate policy in the face of such abnormal conditions as exist at present, is generally 
current among banking circles both in this country and abroad. The view is, of 
course, only applicable to changes in the discount rate which can be described as 
moderate, i.e. changes of 1 or 2 per cent. If the discount rate were raised to 10, 
12 or 15 per cent, effects would certainly be felt, but legitimate business activity 
would be certain to suffer serious damage in consequence.’ 

It should be observed, however, that economists in general took the opposite 
view and, in marked contrast with the period after the Second World War, put 
this forward with absolute certainty. Professors Brisman, Davidson and Wicksell 
thus expressed the following opinion in the above-mentioned report (pp. 24ff.): 
“Concerning the effects on the internal market of an increase in the discount rate, 
it is hardly possible to deny its characteristic of exerting pressure on prices in the 
same breath as one complains of its paralysing effect on large parts of business 
life, since the two are, of course, basically the same thing . . . There is, moreover, 
much to suggest that a moderate increase in the bank rate would not exercise any 
immediate influence worth mentioning on the prices of goods until it has had time 
to begin to cause increases in the interest rate for long-term loans as well. It is of 
the greatest importance that no doubt or vacillation should make itself felt in the 
discount policy of the Riksbank or of other banks, but that they should clearly 
make known their intention of maintaining the high rates of interest and possibly 
of raising them further, until such time as the price level displays definite signs 
of falling.’ 

It should perhaps be added that the discussion of anti-inflationary measures in 
1918 referred to a position of a severe speculative profit inflation, while the econo- 
mic situation of 1945 was, of course, to a great extent determined by the system 
of regulations in operation at that time (price and import controls, rationing and 
building regulation). 
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one-half or one per cent) would do little or nothing to stop inflation. 
A very sceptical attitude was also taken to the possibility that higher 
interest rates might stimulate voluntary saving. A final condemnation 
was sometimes added stressing the unfavourable effects on the cost of 
the national debt and on the distribution of income; i.e. the incomes 
of ‘the capitalists’ would be increased at the expense of the wage 
earners. 

In short, many arguments could be raised against both a large and 
a small increase in the interest rate as a weapon against inflation. 
And since at the time now to be discussed (early in 1945) most people 
were much more afraid of a depression and an excessive fall in prices 
than of an inflation (see Chapter m) a policy of low interest rates 
appeared from these points of view a satisfactory line to follow. There 
were serious objections both to a small rise in the interest rate, which 
would at best be meaningless, and to a large rise, which could be very 
harmful. It. could be claimed on the same basis, however, that fear 
of an impending depression did not provide an argument for lowering 
the interest rate before the war was over; during 1944, the advantages 
had been pointed out of delaying the reduction of the interest rate 
until depressive tendencies had actually begun to make themselves 
apparent.’ 


The positive argument for low interest rates in a controlled economy. 
In the arguments put forward in support of a reduction of interest 
rates in an inflationary situation such as that in the spring of 1945 the 
indirect effects on demand were generally disregarded. Attention was 
instead focused mainly on the direct effect on costs of a change in the 
interest rates. In particular, the effect of lower interest rates on house 
rents came to be regarded from that time onwards as the decisive 
factor. A change of one per cent in the general level of interest rates 
would, according to the current calculations, cause the rents of 
newly-built houses to change by 12-14 per cent in the same direction. 
As old loans came up for renewal, the rents of older houses also 
would gradually be affected. An investigation was also made at this 
time by the price control board of the direct effects of a lowering of 
the interest rate on costs in other branches of production. The short- 
terrn effect on the costs of production of agricultural produce and of 
other consumer goods was found to be quite small. 

The important question now arises to what extent the reactions to 
changes in interest rates in a controlled economy would be essentially 
different from the behaviour pattern of a relatively free economy. In 

1 See the communication to the King from the Board of Directors of the Riks- 
bank, dated March 30th, 1944, quoted in Proposition No. 252, April 1944. 
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the latter, the improvement in profit expectations implied, according 
to normal interpretations of economic behaviour, by the lowering of 
costs (i.e. by the lowering of the interest rate) would create an expan- 
sion of demand along Wicksellian lines. But in a controlled economy, 
effectively functioning price regulations can force prices (e.g. rents) 
to be reduced by the same amount as costs, with the result that the 
incentive to increase investment is eliminated. In the conditions of 
1945, it was perhaps rather a question of lowering interest rates in 
order to neutralize other increases in costs which were occurring and 
thus to give the price control authorities a chance of preventing a 
general rise in prices — which just at that time, with a serious labour 
dispute in progress in the metal industry, would have disturbed the 
labour market. 

In considering a thoroughly regulated economy such as existed in 
Sweden in the last years of the war, one can well understand the atti- 
tude of the Riksbank towards the probable consequences of a lower- 
ing of the interest rate.1 In the situation in Sweden at the beginning of 
1945, there seemed to be no need to fear that a lowering of interest 
tates would stimulate demand to any significant extent. The general 
price freeze which had been introduced in the autumn of 1942 was 
still in operation and governed price expectations, at the same time as 
slowly rising costs (especially wages) were believed to be causing 
dwindling profit margins. There were obvious uncertainties about 
future economic prospects as the war entered its closing phase and 
most firms were cautious and restrained in making their plans. In 
addition, building activity was subject to control. In these conditions, 
with regulations and uncertainties predominant, there seemed to be 
little risk that a lowering of the interest rate would give an impulse to 
inflationary tendencies from the demand side. One of the many 
arguments put forward by the Riksbank also was that if the interest 
rate was to be lowered, there could be no better time than the present. 
It would be more hazardous to try to lower interest rates in conditions 
of prosperity and optimism which might eventually come about after 
the war. 


Forces on the money market tending towards a lowering of the interest 
rate. There was, however, as we have noted, a third argument in 
favour of lowering interest rates in 1945. Developments on the money 
market in the early 1940s showed great similarities with the 1930s. 
The level of interest rates, raised in the early 1930s by the tighten- 


* The question to what extent the Swedish economy could be described as a 
thoroughly regulated economy in the first years after the war — in the respects 
relevant here — is discussed in more detail in the final chapter. 
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ing of liquidity during the exchange difficulties of 1931-32, was later 
forced down again, primarily through the additional liquidity which 
the Riksbank injected into the economy by its purchases of the 
foreign exchange surplus arising from the favourable balance of pay- 
ments position (see Chapter m1, pp. 35-42). Events began to follow a 
similar pattern during the war years: a drastic contraction of liquid- 
ity and a rise in interest rates occurred from the outbreak of war until 
the beginning of the German blockade in April 1940, in view of the 
fact that the Riksbank had to sell a large part of its currency reserves 
in order to meet the enormous import surplus of those months. At the 
same time the need for cash in circulation was rising rapidly. Liquid- 
ity on the money market improved rapidly thereafter and the interest 
level fell back once again, partly as a result of the Riksbank’s pur- 
chases of the surpluses of foreign exchange which then came into 
being and partly because of large-scale state borrowing from the 
credit institutions for the financing of defence expenditure. 

This third line of argument, then, was developed in the light of the 
very special circumstances of extensive state borrowing during the 
later war years. It involved the idea of a ‘technical market process’ in 
the direction of a lower level of interest. The argument proceeded as 
follows: at the beginning of 1945 most people probably expected the 
rate of interest to fall in the near future; the imminence of defence 
loan conversions, together with the vast increase in the national debt 
in any case made higher interest rates over the long term very im- 
probable; this expectation was reinforced, no doubt, by the feeling 
that an economic depression was imminent. These anticipations made 
themselves felt on the money market in an upward pressure on capital 
values (stock and bond prices). 

It is hard to understand how such great importance could be 
attached inside the Riksbank to this argument of a ‘technical 
market process’. In fact the economy was not completely com- 
mitted at this time to the expectation of a fall in interest rates once the 
war was over. On the contrary the commercial banks seem to have 
been anticipating large demands for credit and therefore assuming 
that an increase in interest rates was inevitable.* The decisive point is, 
however, that in the last resort people’s anticipations of the future of 
interest rates are determined by their expectations of the Riksbank’s 
policy. A more restrictive policy on the part of the Riksbank might 
very well have caused people to expect a rise in interest rates. 


1On the basis of observations concerning the relationship between long and 
short interest rates, Kragh has shown that the general expectation in 1944 was 
that the long-term rate would rise. Borje Kragh, Prisbildning pa kreditmarknaden 
(Uppsala, 1951), p. 208. 
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In fact state borrowing, together with the creation by the Riksbank 
of liquidity in the commercial banks, may very well have given 
weight to the expectation of a fall in interest rates. The Riksbank 
was anxious to make this ‘technical market process’ look like a 
natural development which it could not easily (and indeed should 
not) oppose. At any rate there would be no need to sell bonds and 
restrict credit with the intention of preventing the rise in bond prices 
in view of the positive arguments which could be put forward in 
favour of lower interest rates. The Riksbank seemed, however, to 
be proclaiming a sort of doctrine of powerlessness. Not merely was 
interest rate policy ineffective if variations were kept within reason- 
able bounds; in certain situations the Riksbank would even be unable 
to affect the level of interest by active measures, but would have to 
submit to market forces! 


THE POLICY OF THE RIKSBANK DURING THE YEARS OF 
INFLATION, 1945-48 


Expansion of credit and stabilization of the interest rate. The passive 
attitude of the Riksbank towards what had been regarded as its fore- 
most task, to take steps conducive to the maintenance of a stable 
value of money, was clearly marked during the years 1946-48. But 
during these years, the passive element in monetary policy was not that 
the Bank allowed market developments to ‘dictate’ interest rates as 
at the beginning of 1945. On the contrary, the Riksbank played an 
active role in combating the ‘natural’ tendency for interest rates to 
rise and bond prices to fall as the demand for credit increased 
enormously during the first post-war years. On the other hand, 
monetary policy was passive in the more important sense that from 
1945 to 1948 the Riksbank allowed a large expansion of credit to 
take place. It would be useful at this point to describe briefly the 
course of events. 

During the war the liquidity of the Swedish banking system had 
been greatly improved. The liquid assets of the commercial banks 
deposited on account with the Riksbank amounted to over 300 
million kronor in July 1945; to this had to be added the sum of 
2200 million kronor in bonds and treasury bills issued during the war 
in the course of several years of intensive state borrowing. In view 
of the monetary policy which was pursued — with the interest rate for 
long-term state bonds stabilized around the 3 per cent level — these 
2200 million kronor became a liquid asset which could be mobilized 
for credit expansion. This policy thus resulted in Sweden, as in many 
other countries, in the monetization of the national debt. The loans 
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and advances of the commercial banks rose from 5500 million kronor 
in the summer of 1945 to 8000 million kronor at the end of 1947. 

Increased lending by the commercial banks need not in itself 
involve a corresponding deterioration in liquidity, since most of the 
loaned funds flow back in one way or another into the commercial 
banks. But the large deficits in the foreign balance of payments in 
1946 and 1947 made it necessary for the Riksbank to sell gold and 
foreign exchange out of its reserves to the sum of about 2000 million 
kronor. It was possible for ‘equilibrium’ to be maintained on the 
money- and credit-markets, with a stable long-term interest rate, as 
and when the disposal of foreign exchange was compensated for by 
purchases by the Riksbank of bonds and treasury bills from com- 
mercial banks, insurance companies and other institutions to approxi- 
mately the same value. In this way, the credit expansion could 
proceed for a considerable time without meeting real resistance from 
the Riksbank. The abnormally large holdings by the credit institu- 
tions of government securities at the end of the war were in this way 
replaced by claims on the private sector of the economy, correspond- 
ing to a considerable increase of investments in stocks, buildings and 
machines (as was noted in Chapter m1). This monetary expansion 
was accompanied by a considerable rise in prices and wages; the 
wholesale price index rose by 15 per cent from 1946 to 1948, the cost 
of living index by 8 per cent and average hourly earnings in industry 
by about 25 per cent. A cumulative process of price and wage 
increases of the Wicksellian type had come into existence and the 
monetary policy which was being pursued by the Riksbank was very 
far from halting it. 

It should be observed that the liquidity of the commercial banks 
deteriorated seriously during this credit expansion (see Fig. 11, p. 
147). This tightening of the liquidity position was accompanied, 
despite the general stability of the prices of long-term state bonds 
facilitated by the Riksbank’s support of the 3 per cent level, by a 
slight upward tendency of the rates of interest on short loans and 
industrial bond loans. A position was reached by the autumn of 1947 
in which the rapid expansion of bank credit simply could not have 
continued any longer without additional supplies of liquid resources. 

What ideas were held at the Riksbank, while these developments 
were taking place, concerning the ends and means of monetary 
policy? Clearly, the presuppositions on which the interest rate had 
been lowered at the beginning of 1945 had not been realized. 

The simplest explanation of the passive attitude of the Riksbank 
to the inflationary development during these years is that, in the 
opinion of its Board of Directors, it was not the duty of the 

139 


BUSINESS CYCLES AND ECONOMIC POLICY 


Riksbank to combat inflation by means of monetary measures. This 
point of view was expressed as early as the spring of 1944: ‘If a 
tendency towards stringency on the money market should arise after 
an armistice by reason, for example, of increased demand for foreign 
exchange on the part of the public the Board considers, in agreement 
with the experts, that the Riksbank should take steps to counter this 
tendency.” Instead, the Riksbank set itself the less ambitious task of 
stabilizing interest rates by means of open market operations co- 
ordinated with the financing of state expenditure. The Banking Com- 
mittee of the Riksdag warned of the dangers of price and wage 
increases, but at the same time stated: ‘a continued stabilization of 
the level of interest rates within the country, together with a limitation 
of surplus liquidity, will give valuable support to the endeavours of 
monetary policy.’* The following statement appeared in the report 
of the same Banking Committee on the administration of the Riksbank 
in 1948 (after monetary expansion had gone a long way, prices had 
risen and three-quarters of the exchange reserves had been lost): ‘The 
experiences of the past year indicate that the Riksbank has in the 
main been able to accomplish the stabilization of the long-term 
interest rate and has thereby preserved an important precondition for 
the government’s general economic policy.’ 


The supervisory function of the Riksbank. Although the Riksbank took 
this modest view of its own duties in economic policy, it assumed on 
the other hand a supervisory role over all other aspects of the 
economic policy pursued by the government and governmental 
commissions during this period. The numerous cormmunications of 
the Riksbank between 1945 and 1948 were filled with warnings and 
exhortations: warnings against wage rises, exhortations to intensify 
price controls, to limit purchasing power, to stiffen building regula- 
tions, to increase savings and to tighten fiscal policy by increasing 
the surplus in the current budget. The Riksbank drew attention to the 
desirability of increasing the supply of commodities, to the Ppossi- 
bility of rationalizing building techniques, of expanding exports and 
increasing the share going to the dollar area, of cutting down the 
internal consumption of certain goods, and so on. And, above all, 
in a series of communications towards the end of 1946 and at the 
beginning of 1947, the Riksbank pointed to the dangers involved in 
the threatening outflow of foreign exchange and exhorted the 
government to be prepared to institute a complete system of import 
* Communication to the King from the Board of Directors of the Riksbank, 
dated March 30th, 1944, quoted from Proposition No, 252, April 1944, p. 8. 


? Bankoutskottets utlatande No. 5] , May 1946, p. 5. 
* Bankoutskottets utlétande No. 6, March 1948, p. 12. 


140 


SWEDISH MONETARY POLICY SINCE 1945 


control since the high level of imports appeared to be more than 
temporary. Import controls had been gradually removed during 1946 
and by the end of that year were very ineffective in most fields (see 
Chapter x1). A communication of March 13th, 1947, provided a clear 
signal from the Riksbank that import control was now unavoidable. 
General import control was introduced on March 15th, 1947. Later, 
the Riksbank exhorted the authorities concerned to administer the 
import regulations with the greatest severity to make it possible to 
overcome the critical exchange situation. 

The position which the Riksbank assumed during these years as 
supervisor of the nation’s economic policy gave to it (and also to 
monetary policy) eminence and prestige as being central to economic 
policy, in conformity with the ideas and traditions of earlier times. 
The task of being the watch-dog of the government’s economic 
policy was carried out with the assistance — or perhaps even on the 
presupposition — of the accepted belief that the means employed by 
the Riksbank were normally applied in a way which was beyond 
reproach. The Board of the Riksbank frequently repeated its view 
that the rise in prices and the monetary over-expansion were quite 
unconnected with the policy of the Riksbank and that they were the 
result of developments which could not be influenced by measures 
taken by the Riksbank. This attitude was exemplified in the defence 
put forward by the Riksbank in reply to the criticism that the expan- 
sive credit policy implied by the purchase of government securities 
had been an important contributory cause of the foreign exchange 
crisis of 1947: ‘There is no such connection between the two cir- 
cumstances. Purchases of treasury bills and bonds are a result and 
not a cause of the sales of foreign exchange.”* 


The appreciation of the krona. As has been pointed out above, the 
attitude of the Riksbank to the potentialities of monetary policy was 
largely derived from a particular interpretation of economic causa- 
tion in a controlled economy, namely that prices were determined 
almost entirely on the cost side. The value of money would therefore 
be stabilized by not allowing costs (e.g. wages) to rise and by lowering 
costs wherever possible (e.g. by lowering the interest rate, as in 1945). 
It may be mentioned in passing that the argument in favour of the 
removal of the general sales tax (in January 1947) went along similar 
lines (in addition of course to the purely political motivation); by 
means of price controls, prices and the cost of living could be brought 
down by the same amount as the reduction of sales tax; this would 

1 Communication to the King from the Board of Directors of the Riksbank, 
dated September 30th, 1947. 
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make it possible to restrict wage increases during 1947 to the mini- 
mum since some wage rates were determined by the development of 
the cost of living. In reasoning of this type the effect on demand was a 
secondary consideration. 

After the lowering of interest rates the Riksbank took a second 
active step with the same purpose of holding back the rise in prices 
and costs by appreciating the krona in July 1946 by 17 per cent 
(from 4.20 to 3.60 kronor per dollar). This measure was motivated 
principally by the threat of a large rise in import and export prices 
after price controls were lifted in the U.S.A.1 It was expected that 
import and export prices (reckoned in kronor) would fall by the same 
percentage as the reduction of the foreign exchange rates. From the 
point of view of imports, therefore, the effect would be to lower costs. 
Appreciation supplemented by price controls was thus expected to 
have favourable effects upon the internal price situation. On the 
export side appreciation was expected to restrain the tendency for 
prices to rise. There were apprehensions at this time about the 
possible internal effects of the boom conditions on the export 
markets, with prices at a very high level and a considerable surplus in 
Sweden’s current balance of payments, a state of affairs which could 
have unfortunate consequences for the internal supply position. It 
seems that the Riksbank expected a considerable export surplus. 
Sweden had granted large export credits, and most countries seemed 
to have an enormous appetite for Swedish export goods. On the other 
hand, Sweden was having difficulty in starting up her own imports 
once again. 

In these circumstances, the reasons for the appreciation appeared 
at the time to be quite strong. This was also true of the price policy 
adopted in the autumn of 1946—a policy which in retrospect 
appears rather curious — of compelling part of the export industry to 
lower its prices in kronor in order to keep down the price rise in 
foreign currencies despite the fact that strong inflationary tendencies 
were present on the export markets. At the same time the price 
control board attempted to reduce the prices of different goods on the 
internal market by an amount corresponding to the higher exchange 
rate of the krona. The attempts to reduce prices had very little 
success however. The export price policy resulted in a ‘sellers’ strike’ 
on the part of the exporters. The policy soon had to be modified and 
was abandoned completely at the beginning of 1947, by which time 
the foreign exchange difficulties had come to the forefront in dis- 
cussions of economic policy. 

+ The move was also perhaps stimulated by the precedent of the appreciation of 
the Canadian dollar a week earlier. 
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The exchange policy followed during 1946 provides an illuminating 
example of how the drafting of economic policy may be influenced 
by mistaken preconceptions of how an economy functions and by the 
views derived therefrom of the nature of the existing and the probable 
future situation. As things turned out, the chief dangers to the 
economy were in the main quite different from those for which 
allowance had been made. Sweden’s possibilities of importing were 
far greater than expected and her export potential far less, while the 
boom in exports which had been feared did not come about until five 
years later (1950-51). Instead of a considerable export surplus, 
there was a record import surplus (of 2000 million kronor) in 1947. 
Events showed that the threat to economic stability was not primarily 
on the cost side but on the demand side, via a Wicksellian cumulative 
process, in which the rapid increase in private investment activity 
was financed very largely by the credit expansion described above. 
It can thus be claimed that the over-expansion of demand, which in 
this situation was the dominant cause of both internal and external 
disequilibrium, was stimulated by such measures as the lowering of 
the interest rate, the appreciation of the krona and the removal of 
the general sales tax. 

The Riksbank laid great emphasis on the necessity to support the 
appreciation of the krona with a restrictive internal policy. Had such 
a policy been pursued and had there been no large increase in demand 
— i.e. had the conditions of a restrictively regulated economy really 
been fulfilled — then the appreciation of the krona, as well as the 
lowering of the interest rate and the removal of the sales tax, would 
certainly have been justified. The reduction of prices and costs, a 
desirable end in itself, would have occurred without any expansion of 
demand to upset the balance. But in the autumn of 1946 the authori- 
ties were in fact already engaged in repealing various regulations, 
primarily import controls, while building and price controls had also 
been successively relaxed after the end of the war. The inconsistency 
of these different measures became apparent at the beginning of 1947. 
After that date the apparatus of regulation was built up again and 
generally strengthened. There was, as mentioned earlier, no change 
during this time however in the attitude towards the functions of 


monetary policy. 


CONTROL OF THE SUPPLY OF MONEY 


The shortage of liquid assets as a strategic factor. The development of 
monetary policy during the war years and in the first phase after the 
end of the war was towards a focusing of attention on the aim of 
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stabilizing interest rates at a low level. As suggested earlier, this aim 
should not be regarded as an end in itself but as a means of achieving 
the stabilization of certain prices, especially rents, and thereby in- 
directly of making it easier to stabilize wages. The policy also em- 
bodied the rather vague object of avoiding the undesirable effects 
upon income distribution of high long-term interest rates. An essen- 
tial aspect of the problem was that during this period the government 
preferred to rely on budgetary policy and on regulations. It was be- 
lieved that in a controlled economy it would be possible to bring 
about desired results more directly than by means of monetary 
policy. These problems will be considered at greater length when 
different methods of regulation are examined in subsequent chapters. 

In the discussions concerning the policy of the Riksbank during 
the critical years 1946-48, the quantitative aspect of monetary 
policy became gradually more conspicuous. Even with stable interest 
rates there was still some possibility that the Riksbank might restrain 
the expansion of credit by limiting the supply of means of payment. 
A conflict could easily arise, however, between the aim of stabilizing 
interest rates and that of placing quantitative limits upon the founda- 
tions of credit expansion. The Banking Committee of the Riksdag 
expressed this dilemma clearly in a policy report of 1948:1 “In the 
course of the past year, the Riksbank has been faced with the difficult 
problem of simultaneously keeping the market easy enough to main- 
tain the desired rate of interest but tight enough to reduce the volume 
of credit.” This approach to the problem has continued very largely 
to dominate discussions of the credit policy of the Riksbank, 
especially since 1950. 

The reasons for the greater emphasis on the quantitative aspect 
of credit policy are in some ways easier to explain than the effects 
of changes in interest rates. Rising prices and inflation normally 
presuppose a continuous increase in the quantity of money both in 
general circulation in the form of notes and in current accounts at 
the banks and in the liquid assets of the banks. Unless the supply of 
money in this wide sense expands, an inflation cannot continue. As 
long as there is some sort of relation between the amount of money 
and total transactions, a limitation of the supply of liquid assets, 
especially at the commercial banks, will sooner or later put a stop 
to monetary expansion. 

It follows from this reasoning that the Riksbank can, in theory, 
always check an inflation or start a deflation by drastically calling in 
liquid assets. This approach regards the supply of money as the 


* Bankouiskottets utlétande No. 6, March 1948,{p. 12. 
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strategic factor and thoughts along these lines have constantly 
recurred in the criticisms of actual Riksbank policy. They imply a 
picture of the Riksbank as an institution with enormous potential 
strength. The dilemma lies of course in the fact that a strict limitation 
of the supply of money in this wide sense must be expected to be 
accompanied by a rising tendency in the interest rates. Thus the 
withdrawal of liquid assets which quite automatically threatened to 
attend the outflow of foreign exchange from Sweden in 1946 and 
1947 would, had it not been neutralized by the Riksbank, without 
doubt have resulted in a considerable rise in long-term interest rates 
(as in 1939-40). The quantitative aspect of monetary policy discussed 
here means, however, that the primary aim should be to limit the 
supply of money and thus to restrict bank credits, while the conse- 
quent rise in the interest rates ‘s not in itself an essential element in 
the aims of policy — indeed it should if possible be avoided. In this 
view, the main weapon of monetary policy should be the Riksbank’s 
ultimate control over the supply of credit while the effects on de- 
mand of an increase in interest rates are of secondary importance. 


The experiment with a restrictive credit policy, 1950-51. As seen 
above, a situation was reached in the course of 1947 in which the 
basis for further credit expansion was limited. The continuing 
decrease of the holdings of government bonds and the large expan- 
sion of credit gradually removed the basis on which the credit 
expansion might have continued. It appeared possible to keep the 
long-term interest rate for government securities at a stable level, 
despite the considerable deterioration which had occurred in the 
total liquidity of the commercial banks. At the end of 1945, the liquid 
assets (cash and government securities) of the commercial banks 
amounted to 35 per cent of total deposits, but by September 1947 
the proportion had fallen to 10 per cent (see Fig. 11). The liquidity 
position in fact became so difficult for a number of banks that 
further credit expansion was out of the question; in some cases, it was 
necessary to resort to rediscounting with the Riksbank. During 1947, 
also, the Riksbank came to an agreement with the banks whereby 
restraints were placed on the granting of credit, especially for financ- 
ing speculative ventures or consumption. 

The rapid expansion of credit by the commercial banks now 
ceased; in 1948 there was even some contraction. It is impossible, 
however, to decide to what extent the cessation of the credit expan- 
sion was the result of the fact that, as the liquidity of the commercial 
banks was reduced, they increasingly restricted their loans. By this 
time, stringent import regulations and the drastic reduction of the 
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number of building permits granted had begun to have effects upon 
imports (as also upon investments in stocks of imported goods) and 
building activity. The chief causes of the cessation of credit expansion 
probably lay on the demand side (through the tightening of controls) 
and not on the side of the supply of credit. This view is supported by 
the fact that, even in 1949, there was no notable credit expansion, 
despite the fact that the banks’ liquidity position had improved a 
great deal since 1947. 

After the comparatively calm years of 1948 and 1949 when the 
inflationary tendencies were much less marked, the strains increased 
again after the depreciation of the krona in September 1949 and, 
above all, after the outbreak of the Korean war. In contrast with the 
situation at the start of the previous wave of inflation in 1945-46, 
the Riksbank was now directing its energies towards a policy of 
active limitation of credit. With the intention of restricting liquidity, 
the Riksbank ceased its open-market purchases of bonds during the 
summer and autumn of 1950. Moreover, in the autumn of 1950 
certain moderate bank reserve requirements were introduced. By a 
law of 1949 the government had the power to prescribe, on the recom- 
mendation of the Board of the Riksbank, that a maximum of 25 per 
cent of deposits (with certain exceptions) should be held in cash and 
other liquid reserves (mainly Treasury bills and government bonds).! 
This form of control would enable the Riksbank to prevent the 
commercial banks from using their liquid reserves for credit expan- 
sion. At the same time as the law of 1949 was applied, a new agree- 
ment was made between the Riksbank and the commercial banks 
restricting the granting of fresh credits, especially for purposes of 
consumption or speculation, though exceptions to this principle 
might be made for house-building activities. 

The rapid rise in the prices of imported goods and the great 
increase in investment in stocks, etc., from the autumn of 1950 
resulted in a large increase in the demand for credit. In spite of the 
restrictions commercial bank credits once again began to expand at 
about the same rapid rate of increase as in 1946-47. Although the 
banks were in a far better position of liquidity than in September 
1947 (see Fig. 11), an upward slide of interest rates occurred during 
the autumn of 1950 when the long-term rate on government bonds 
crept up from 3 per cent to about 34. The discount rate of the Riks- 
bank was raised by 3 per cent in December 1950. At the end of the 


? The proportion was increased by law to 50 per cent in 1954. For a more 
detailed account of the shaping and the effects of these agreements, see Lars- 
Erik Thunholm, Svenskt kreditvdésen (2nd edn., Stockholm, 1952), esp. Chapter 
xm, ‘Kvantitativ och kvalitativ kreditkontroll’. 
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year the Riksbank again went into the bond market and stabilized 
the rate at the new level. The policy then became much the same as 
before, i.e. passive. Through purchases of bonds and foreign ex- 
change, the supply of funds on the money market was improved 
substantially during 1951; by August 1951 the assets of the commer- 
cial banks were equal to 25 per cent of their deposits. A considerable 
increase in the Riksbank’s holdings of gold and foreign exchange 
during the second half of 1951 eased the credit market substantially 
and bank loans could expand during the autumn without noticeable 
strains. The cash reserve stipulations thus became completely 
ineffective. 


Fic. 11. THE LIQUIDITY RATIO OF COMMERCIAL BANKS, 1945-54 





The inflationary development after the outbreak of the Korean war 
brought fresh evidence of the passive credit policy. There was little 
effective quantitative limitation of the supply of bank credits. It was 
hardly to be expected, according to the earlier arguments put 
forward by the Riksbank itself, that a slight increase in the interest 
level of as little as $ per cent could have any effect upon the demand 
for credit since the level of wholesale prices rose by over 35 per cent 
within twelve months after the outbreak of the Korean war. Nor was 
it to be expected that the agreements between the Riksbank and the 
banks whereby the latter had promised great discretion in making 
credit advances would be very effective when there were heavy de- 
mands for credit from all sides and when the supply of liquid assets 
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was actually increasing and was sufficient to meet these demands. 
The conflict had again arisen therefore between the desire to stabilize 
interest rates and the desire to limit the supply of bank credit. This 
time the failure of the policy was in a sense more complete than in 
1946-47 since neither object was achieved. The long-term interest 
rate was not kept down and the inflationary expansion of credit 
was not prevented. 

In April 19511 the Board of the Riksbank made known its dis- 
approval of these developments, particularly of the expansive credit 
policy of the commercial banks which the Board alleged was in 
violation of their agreements with the Riksbank. Just as in its pro- 
nouncements of the years 1944-47, the Riksbank again emphasized that 
a continued expansion of credit could only be prevented if monetary 
policy was combined with a strongly restrictive economic policy in 
other respects. A series of exhortations then followed advocating 
more effective fiscal investment, price and wage policies. On the 
subject of the interest rate, the Board of the Riksbank made a sig- 
nificant announcement to the effect that the development of interest 
rates should be determined by the Riksbank as a responsible author- 
ity and not by the speculative forces of the market.’ 


The law on the regulation of interest rates and the ‘new deal’ for 
monetary policy. The experience of upward sliding interest rates 
during the autumn of 1950, accompanied as it was by a large credit 
expansion, gave rise to a revolutionary strengthening of the weapons 
of monetary policy available to the Riksbank. An Act of Parliament 
passed in the autumn of 1951 empowered the government to give to 
the Board of the Riksbank the right either to forbid the raising of 


* In a communication to the Banking Committee of the Riksdag dated April 
28th, 1951. See Bankoutskottets utlatande No. 20, May 1951, p. 22. 

* ‘Concerning the monetary policy to be pursued in the immediate future, with- 
out committing the Bank to any position regarding interest policy in general, the 
Board wishes to state categorically that, in existing circumstances, there should 
be no revival of the upward slide of interest rates which occurred from the summer 
of 1950 until the end of November 1950. Should any speculation arise in anticipa- 
tion of such a development — certain signs of which have appeared this month — 
the Riksbank intends to put a stop to it, even if this would result in a temporary 
abandonment of the attempt to keep the money market tight. Changes in the 
interest rate should, in the opinion of the Board of the Riksbank, be the result of 
decisions taken by the responsible authorities in consideration of all the tenden- 
cies in the existing situation and after they have weighed up the probable effects of 
a change in interest rates on economic developments as a whole; changes should 
not be allowed to occur merely as a result of accidental and speculative factors 
which happen to appear on the market.’ This statement was approved by the 
Banking Committee of the Riksdag. 
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interest rates or to fix maximum interest rates on loans and minimum 
interest rates on bank deposits, whenever such action should be 
considered necessary. for the achievement of the aims of monetary 
policy.* The law has not yet been invoked and it is not entirely clear 
either from the explanatory statement issued by the Riksbank or 
from the government bill itself, how such steps to control interest 
would be grafted on to the monetary policy.® It is possible that the 
government has reckoned that the fixing of interest rates for loans 
and deposits of the credit institutions will also prevent the interest 
rate on bonds from being forced up by a restrictive credit policy. 
Part of the explanation must be sought on psychological grounds; 
the regulation of interest, even the very existence of this legislation, 
should convince the market that the government intends, and is able, 
to hold the general level of interest rates down over a long period. 
This is expected to influence market expectations in such a way as to 
bring about an adjustment to the new position of stability. The same 
law gives the Riksbank a more direct control over the bond market 
by granting it supervision over all new bond issues. 

If full use should be made of this Act of Parliament, the interest 
rate would entirely cease to function as a market price and thus lose 
its significance as a gauge of the tension between supply and demand 
on the credit market. Interest rates would then in principle be freed 
from their ‘unfortunate’ connection with the quantity of liquid 
assets available to the market. With the credit market thus reor- 
ganized, final success would have been achieved in cultivating the 
quantitative aspect of monetary policy and, in theory at least, in 
limiting and directing demand through the control of the Riksbank 
over the supply of credit. Thus, the central bank’s credit policy, 
which economists always regarded as the best example of a general 
method of conducting economic policy, would have become a 
means of regulating both the volume and the allocation of grants of 
credit. Such control could in theory be as detailed as one might wish. 
According to the government bill the Riksbank intends in practice 
to supplement its control over the supply of credit with agreements 
with the banks on the allocation of credits to the different sectors 
of the economy; a central rationing of credit was held to be inappro- 
priate ‘for the time being’. 

In the reasons given for the law on interest regulation, great stress 


1See Proposition No. 221, September 1951 and S.F.S, 767/1951. 

2 It is very difficult to judge under what circumstances the government intends 
to put the law into operation. It is stated in paragraph 1 of the Act that this shall 
only be done ‘if and when it proves to be unavoidable and necessary in order to 
reach the aim which has been fixed for the Riksbank’s monetary policy’. 
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was placed on the need to avoid a new upward slide of interest rates. 
The government stated itself to be unwilling to tolerate any inde- 
pendent market decisions; these are summarily dismissed as specula- 
tive and harmful. Nevertheless, the intention was not stated to be the 
maintenance of ‘subnormal’ interest rates (in Wicksell’s sense). 
When the draft of the bill was criticized on the grounds that “black’ 
credit markets might come into existence outside the banks, the 
Finance Minister pointed out in reply that the intention was to use 
fiscal and other measures to create equilibrium between credit 
supply and demand at the fixed level of interest rates. 


The revival of monetary policy in 1952. The importance of interest 
regulation as a weapon of economic policy can be understood, as 
can the rest of state economic planning, only to a very limited 
extent through an examination of the general declarations of pur- 
pose. One must first wait for the actual measures and then study the 
consequences. As has been said, the law empowering the Riksbank 
to regulate interest rates has so far not been invoked. 

This law can be said to mark the transition from the mild and 
passive monetary policy of the preceding period, aimed largely at 
keeping down interest rates, to a more active policy of credit res- 
triction. The new powers of intervention established beyond doubt, 
inter alia by clearly stating the government’s intentions, an essential 
precondition for the agreements on credit restriction and interest 
stabilization which the Riksbank concluded from the beginning of 
1952 with the commercial banks and other groups of credit institu- 
tions. 

The new agreements of 1952 concerning cash reserve requirements 
were the first serious efforts to limit actively and effectively the credit 
capacity of the commercial banks. These ‘voluntary’ agreements, 
replacing the relatively moderate cash requirements imposed by the 
law of 1949, required the commercial banks to fulfil definite con- 
ditions of liquidity within a given time.! The reserve quotas, varying 
between different groups of banks, were this time set so high that 
only a few banks at first fulfilled the required conditions. This meant 
that the banks were forced to reduce their lending in order to reach 
the liquidity target via reduced deposits; as more funds came to be 
deposited with the banks, these had to serve as a means of increasing . 
liquidity instead of providing a basis for new loans. It is to be added 


* Generally defined as the quotient of the sum of cash, deposits at the Riksbank, 
cheques and bankers’ drafts, government securities and gilt-edged bonds on the 
one hand and the sum of certain liabilities (excluding deposits on savings accounts 
and own capital) on the other. 
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that the agreements between the Riksbank and the commercial banks 
again included a statement of certain guiding principles for the 
allocation of credit, e.g. that credit restrictions should be imposed in 
the first place on advances for such purposes as speculative stock- 
piling and consumer purchases but should not affect advances for 
house-building. The agreements also reserved to the Riksbank the 
right to control issues of private bond loans. The insurance com- 
panies undertook to make no substantial changes in the normal 
structure of their loans and investment portfolios over the recent 
past. Finally, the banks and other credit institutions bound them- 
selves not to raise the interest rates on mortgages, loans to munici- 
palities and loans against gilt-edged securities. 

The stringent liquidity conditions prevalent during 1952 were, 
however, less a result of these agreements on reserve requirements 
than an effect of the decrease in the supply of money during the first 
half of the year which followed the withdrawal of funds by the 
Treasury through its large budget surplus and through the export 
duties introduced during 1951 in order to restrict the boom in the 
forest industries.! The experiences of 1952 seem to show that it is 
possible to induce a tighter liquidity position in the commercial 
banks and a consequent restrictive credit policy (with a reduction in 
total loans and advances made by the commercial banks and an 
accompanying stringency on the capital market) while the level of 
interest is kept stable in those sectors which are regarded as being 
of particular strategic importance (state, municipal and housing 
loans). 

There is no need in a general survey of this sort to go more closely 
into the technical details. The essential point is that, during the first 
half of 1952 especially, the authorities resolutely tried to check credit 
expansion by means of an active limitation of the supply of liquid 
assets. Total loans to industry and trade were in fact less in 1952 than 
during the rapid expansion of 1950-51. Since this restrictive monetary 
policy came at far too late a stage of the Korean boom, perhaps with 
a certain similarity with the policy during 1920 after the trade cycle 
had already turned, it is hardly possible to judge how effective the 
policy of restriction has been in curbing the inflation. As was seen in 
Chapter i, production and investment declined after 1951 in several 
sectors and this was an international phenomenon. But it is a fact of 
permanent interest that a revival of monetary policy had at last 
occurred in Sweden after the long period of passivity and impotence. 


1 Fora detailed account and analysis of the monetary policy of 1950-52, see the 
chapter by Guy Arvidsson, ‘Kreditpolitiken och utvecklingen pa kreditmark- 
naden’ (Meddelanden fran konjunkturinstitutet, Series A:22). 
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The effectiveness of the new type of monetary policy inaugurated 
in 1952 — relying largely on the quantitative control of liquidity — 
is, however, very much open to question when one looks at the exper- 
iences of 1953 and 1954. The stability of bank lending during 1953 
cannot be regarded as a result of the restrictive policy of the Riks- 
bank. In fact the supply of liquid assets increased rapidly during 
that year since a large part of the government budget deficit was 
financed by loans from the commercial banks and also by purchases 
of foreign exchange by the Riksbank. The banks received a large 
increase in deposits at the same time as their liquidity was improved 
by their purchases of government bonds and Treasury bills. As 
shown in Fig. 11 there was a continuous improvement in the liquidity 
tatios of the commercial banks during 1953. Correspondingly, 
liquidity improved greatly in industry and trade through the curtail- 
ment of investment and the liquidation of stocks (see Chapter m1, 
pp. 80-83). 


The raising of interest rates in the boom of 1954-55. The events of 
1953 did in fact mean that when the rapid expansion of investment — 
and production came about during 1954 control was lacking. The 
story of earlier experiences was repeated. A new credit expansion 
occurred at nearly the same rate of growth as in 1946-47 and 1950-51. 
As before, the combination of heavy demands for credit from 
industry, trade and building and the good liquidity position of the 
banks meant that little restriction was applied to credit policy. In the 
autumn, when the boom was already quite well advanced and had 
led to high profits and a great shortage of labour, the government 
and the Riksbank applied more effective brakes. The most important 
item was the offer of a large 4 per cent government loan which 
absorbed much of the surplus liquidity on the money market. 

It should be observed that this loan did not mark a genuine shift 
to a policy of flexible interest rates. The yield on long-term govern- 
ment bonds was quickly reduced again and was stabilized around the 
3% per cent level, and the rise in bank loan rates was negligible. 
The main intention seems to have been to absorb the excess of 
liquidity and then bring about a restrictive credit policy on the part 
of the commercial banks by means of the stipulated liquidity ratios. 
At the end of 1954 and early in 1955 the liquidity position had be- 
come very strained and the banks had great difficulties in reaching 
the targets agreed upon with the Riksbank. 

A more definite change in the Riksbank’s policy came about in 
April 1955 when the official discount rate was raised by 1 per cent 
(to 3g per cent) and at the same time the government issued a 4} 
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per cent long-term loan. This time the banks raised their rates of 
interest on deposits, loans and advances quite generally by 1 per 
cent. Later than most other Western governments the Swedish 
authorities at last seemed to have acquiesced in a more flexible level 
of interest rates. The commentaries on this seemingly radical change 
of outlook on the part of the Riksbank and the government were, 
however, this time very brief and non-committal, at least by com- 
parison with the long arguments presented in defence of the policy 
of low interest rate maintenance during the ten years 1945-54. The 
government even suggested that it had never been dogmatic about 
its attitude towards the level of the interest rate: if economic con- 
ditions necessitated a raising of interest rates then this should be 
done — and these conditions had in fact arrived in April 1955!" 

The background was that wages and other personal incomes had 
increased by about 10 per cent between 1954 and 1955, while there 
had been a boom in new investments since the middle of 1954 and 
profits were rising rapidly. These circumstances gave rise to serious 
fears of a new inflation. A restrictive fiscal policy, the reintroduction 
at the beginning of 1955 of special taxes on investments by private 
firms in new machines and buildings, more stringent building regula- 
tions and other measures (including the restrictive credit policy) did 
not seem effective enough. In March the government proposed a 
kind of enforced saving (levied as additions to the basic taxes on the 
PAYE system) as a means of neutralizing the effects on consumption 
of the higher level of incomes. The proposal had to be abandoned, 
however, and the government and the Riksbank were obliged to 
adopt the more restrictive monetary policy, combined with special 
measures intended to stimulate private saving. 


1 P, E, Skéld, the Swedish Finance Minister, stated in Proposition No. 190 (April 
1955, p. 34): ‘I have myself never questioned the need for interest rate movements 
as providing technical assistance to the effective restriction of credit. I have been 
and still am of the opinion that the interest weapon serves no function if used in 
isolation. Critics of the economic policy pursued have wanted the interest rate to 
be regarded as a universal expedient capable of replacing all other stabilizing 
measures. I cannot accept such a view of interest rate policy. In view of the blind 
and uniform operation of the interest rate its use as the only weapon of economic 
policy creates undesirable reactions in many areas, especially since a raising of the 
interest rate, if not accompanied by other measures, needs to be carried a very 
long way if it is to achieve an intended effect. It is quite another matter when in a 
given situation an increase of interest rates is brought about in supplementation of 
a general policy of liquidity restriction and is thus superimposed on a series of 
other rigorous stabilizing measures at different points in the economy. With this 
latest statement I have wanted to emphasize the unfavourable effects of the inter- 
est weapon in important sectors and to warn that its part in the policies now pro- 
posed should not be exaggerated." 
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It should be added that the raising of interest rates in Sweden after 
ten years of a consistent and dogmatically defended policy of 
inflexible and low interest rates does not necessarily imply that a new 
era has arrived in monetary policy. The main emphasis still rests on 
the quantitative aspect of monetary policy. The core of the Riks- 
bank’s policy is still the control of liquidity. This includes supervision 
of the reserve positions of the commercial banks by means of targets 
which involve severe restrictions on the granting of new loans and 
advances. Raising the interest rate, which is not the same thing as 
creating flexibility, is intended as a support of this policy; the new 
level of interest can be regarded as still too low since there is a large 
‘fringe of unsatisfied borrowers’. In fact the non-availability of bank 
credit, not primarily the high level of interest, has caused great 
anxiety concerning the future level of private investment. 
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CHAPTER VII 


We OLD AND NEW ASPECTS OF MONETARY 
POLICY 


As shown in the previous chapter the development of monetary 
policy in Sweden since 1945 has moved further and further towards 
the control of liquidity as a means of influencing the quantity and 
quality of credits given by the commercial banks and other institu- 
tions. This trend has been very clear since 1952 and such control 
became a hard fact at the end of 1954. Some of the theoretical and 
practical aspects of such a policy will be discussed in this chapter 
against the background of traditional theory. 


The quantity theory of money. There is a very long history behind 
theories which regard the supply of money as a factor determining 
the level of prices. In Swedish discussions during and after the First 
World War over-simplified versions of the quantity theory were 
frequently used to illustrate the causes of inflation. Cassel in par- 
ticular, in his popular exposition, emphasized the simple connection 
between the volume of notes in circulation and the price level.* 
Economists looked upon the supply of money (especially the amount 
of notes in circulation) as a strategic factor and, as we noted earlier, 
discussed how it was affected by other factors, especially the discount 
policy of the Riksbank. Even in the explanation of the functioning 
of the gold standard the quantity theory had an important place. 

From the starting-point of Irving Fisher’s simple exchange equa- 
tion: MX V=PXT (quantity of money x velocity of circulation= 
price level x volume of transactions), the position of the different 
variables in the order of causation was discussed. One problem 
which was much debated in Sweden in the early 1920s was whether 
the price level itself could have an independent, active significance, 
so that, for example, a price rise originating in conditions abroad 
would induce an increase either in the quantity of money or in the 
velocity of circulation. Those who denied this interpretation insisted 
that an increase in the price level always presupposed a primary 
increase in M (or V), and that an independent explanation should be 
sought for this increase.” The discussions involved the consideration 


1 See, for example, Dyrtid och sedeloverfléd (Stockholm, 1917) and Penning- 


vasendet efter 1914 (Stockholm, 1922). ; 
2 See, for example, the discussion between Brisman and Heckscher in Ekono- 
misk Tidskrift, 1925. 
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of people’s motives for holding cash, i.e. of the factors determining 
the demand for money. 

The quantity theory can be interpreted and defended from the 
point of view of the relation between the supply of and demand for 
money. The demand for the means of payment is determined accord- 
ing to this very simple formula by the total incomes (or total turnover 
[PT]) divided by the velocity of circulation. If it can be assumed that 
cash holding habits are fixed more or less firmly in relation to total 
incomes, an increase in the amount of money (the supply of liquidity) 
would induce firms and private individuals to attempt to reduce their 
liquidity through increased expenditure until P and T had returned 
to their ‘normal’ relation to M. Conversely, a decreased supply of 
the means of payment would give firms and private individuals reason 
to increase their liquidity again. If private firms try to increase their 
liquidity by cutting down their expenditure and decreasing their 
stocks, the total result for all firms and individuals together — 
assuming the total supply of means of payment to be fixed — must 
be a decrease in P and T until the ‘normal’ ratio is restored. By the 
same argument, an initial rise in the level of prices and wages might 
result, for example, in an increased demand for money; if M then 
remains fixed, the result would be a decrease in T and a consequential 
reduction of production and an increase in unemployment. 


Criticism of the quantity theory. In its various formulations, the 
quantity theory may be said to express the connection between the 
supply of cash and the propensity to spend, as it exists among private 
individuals, firms and banks as well as in total for the community as 
a whole. To the extent that this connection is of strategic significance 
in economic policy, the control over the quantity of money, i.e. over 
the total supply of liquid assets, provides a means whereby a central 
bank may influence the community’s expenditure and income and 
thus indirectly the level of prices and of employment. 

The main attack against the quantity theory in its various forms 
has concentrated on its lack of precision and the flexibility involved 
in the concept of the velocity of circulation. Wicksell’s approach to 
this problem was quite radical. If prices increase owing to a shortage 

*See ‘Valutaspérsmalet i de skandinaviska landerna’ (Ekonomisk T, idskrift, 
1925). See esp. p. 208: ‘The whole quantity theory rests, as is known, on the 
thesis that the velocity of circulation of money is at each point of time approxim- 
ately constant, and the support for this thesis lies in the acceptance of a degree of 
conservatism in our payment habits. Such conservatism quite certainly exists, but 
if it comes into conflict with the probably far greater conservatism in our con- 
sumption habits, there can be no doubt which tendency is likely to win the upper 
hand, and this, although, or more correctly because, the customary demands of 
consumption can no longer be satisfied.’ It should be observed that Wicksell’s 
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of goods, the increase will, according to Wicksell, create its own 
purchasing power and it is unlikely that within wide limits any brake 
can be applied from the side of the supply of money for the very 
reason that the velocity of circulation is so flexible. Wicksell main- 
tained that habits of consumption and saving are more firmly fixed 
than habits of cash holding; if, when prices are rising, a conflict 
arises between the desire to maintain a habitual standard of con- 
sumption and the habit of holding a certain quantity of funds, the 
latter is most likely to give way. In other words, the quantity theory, 
with its assumption that cash holding habits are relatively fixed, is 
inadequate and has to be replaced by a theory which connects 
incomes with consumption, in which, for example, the marginal 
propensity to consume can be taken as the parameter. Wicksell’s 
unorthodox speculations thus led him on to the path which others 
followed during the 1930s. 

Lindahl put forward the main part of his theory of the effects of 
monetary policy in Penningpolitikens Medel, without taking 
account of cash holdings and the quantity of money; if these factors 
are added, however, his main conclusions regarding the effects of 
monetary policy measures would not require any essential modifica- 
tion.’ Lindahl denied that the quantity theory was universally applic- 
able and maintained that variations in the price level appear to be 
primary to changes in the quantity of money. As was pointed out in 
the last chapter, the role of the quantity of money and of liquidity 
in economic developments attracted little attention in the 1930s. 
The interplay of other factors was regarded as decisive and, with cash 
holding habits assumed to be variable, the quantity of money came 
to be regarded in the main as a passive factor.” 

1, Lindahl, op. cit., p. 107. 

2 See B. Ohlin, Penningpolitik, offentliga arbeten, subventioner och tullar som 
medel mot arbetsléshet, p. 23: ‘The amount of the means of payment in a country 
is thus somewhat uncertain and can only be estimated within wide limits. It 
serves both ‘‘production’’ and finance. Moreover, means of payment are re- 
quired for carrying out and regulating current credit transactions. The relation- 
ship between the volume of the various transactions is subjected to considerable 
changes from one month to another and still more from one year to another. 
For these reasons no determinant connection can be perceived between the 
amount of means of payment and the total sum of ‘‘productive’’ transactions.’ 
See also Ohlin’s article, ‘Stockholmsskolan kontra kvantitetsteorien’ in Ekono- 
misk Tidskrift, 1943. He expressly states in this article (p. 40), however, that 
changes in the supply of money may influence the banks’ ‘willingness to grant 
credit’. 





interpretation in this essay differs radically from his earlier views. See, e.g. the 
statement of the quantity theory in Féreldsningar i nationalekonomi, Part II, 4th 
edn., ed. Erik Sommarin (Lund, 1937). 
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The views of J. M. Keynes. The Swedish approach in the 1930s was 
very similar to that prevailingin England, America and elsewhere. The 
stress in the monetary theory of the 1920s on the volume of cash 
(e.g. in conformity with the Cambridge School) was abandoned and 
attention was turned predominantly to the analysis of the flows of 
income and expenditure. Keynes’s own development is symptomatic 
of this process, In his earlier works, A Tract on Monetary Reform 
(1923) and A Treatise on Money (1930) one finds various different 
formulations of the quantity theory. In the second of these works, he 
discusses the influence of the supply of liquid resources (and bank 
credit) on investment and the price level in a way that provides 
substantially more that is of relevance to the most recent phase in the 
monetary policy debate than does The General Theory. Keynes 
maintained in these early works that the level of investment is not 
simply determined by interest rates. It is also greatly influenced, and 
to some extent irrespective of the level of interest rates, by the supply 
of money and bank credit (‘the availability of credit’). There always 
exists what Keynes called an ‘unsatisfied fringe of borrowers’, varying 
in its size, in view of the fact that the banks always exercise a ration- 
ing of credit as a matter of course, e.g. by their appraisal of the 
security of a loan. It follows from this that a central bank can reckon 
as part of its arsenal of monetary policy not merely the weapon of 
the interest rate but also its control over the supply of central bank 
money and thus its indirect control over the availability of credits 
granted by the commercial banks; this influence arises from the 
‘imperfection’ of the money market and is within certain margins 
independent of the level of the bank rate. This appears as a very 
modern line of thought of a kind that was not fashionable in the 
1930s. 

In The General Theory (published in 1936) Keynes still retained the 
quantity of money as a determinant factor, but it is now introduced 
into the explanatory system in a very special way. In this general 
theory the quantity of money is regarded as exercising its influence 
through the interest rate: an increased quantity of money lowers the 
interest rate at a given ‘liquidity preference function’ while a 


* A Treatise on Money, Part I, p. 212: ‘So far, however, as bank loans are con- 
cerned, lending does not — in Great Britain at least — take place according to the 
principles of a perfect market. There is apt to be an unsatisfied fringe of borrowers, 
the size of which can be expanded or contracted, so that banks can influence the 
volume of investment by expanding or contracting the volume of their loans, 
without there being necessarily any change in the level of bank rate, in the demand 
schedule of borrowers, or in the volume of lending otherwise than through the 
banks. This phenomenon is capable, when it exists, of having great practical 
importance.’ See also Part II, pp. 364-7. 
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decreased quantity of money raises it. Interest rates in turn affect 
investment, and changes in investment affect the total incomes and 
employment of the community via the multiplier. Keynes is, as usual, 
ready to forget his own earlier assertions and he now shows that the 
velocity of circulation has become a secondary and passively deter- 
mined variable in his system. It should be observed that it has been 
easy for Keynes’s successors, starting from Keynes’s own theoretical 
scheme, to show the ineffectiveness of monetary policy. If in an 
inflationary situation investment is only slightly sensitive to changes 
in interest rates (though this was not Keynes’s own view), there is 
little point in limiting the supply of money and stiffening credit 
policy, if the effect of these measures only occurs by means of a 
corresponding rise in interest rates. In a depression it is in some ways 
even more difficult to pursue an effective monetary policy: in view of 
the character of the liquidity function the interest rate cannot be 
forced down below a certain limit, while investment is extremely 
insensitive to changes in interest. In Keynes’s last theoretical model, 
there was no place for a direct influence on expenditure, whether for 
investment or consumption, arising from changes in liquidity. 

Keynes’s looser theoretical constructions in his Treatise on Money 
provide a far more fruitful approach to the interpretation of reality — 
and especially of the type of reality that has prevailed in the post-war 
period — than his theory of equilibrium in The General Theory. It is 
characteristic of the changes of fashion which occur among economic 
theorists that the quantity of money has returned to play a role of 
importance in the theories which have been expounded since the 
Second World War. The methods of financing the war had left the 
countries affected with a surplus liquidity of enormous proportions. 
It was obvious that the abnormally large volume of means of pay- 
ment would inevitably cause serious problems of inflation in econo- 
mies with severe shortages of goods. In just the same way as during 
and after the First World War, the problem arose in a large number 
of countries of what direct effect the excessively high liquidity would 
have upon the demands for goods and services. The quantity theory, 
in its simple formulations, throws light upon strategic relationships 
and therefore gives adequate guidance for economic policy at least 
in such extreme situations. 


A synthesis of views. A surplus of money and liquidity was not such a 

manifest phenomenon in Sweden at the end of the war as in many 

other countries. This may explain why, in discussions of the Swedish 

1 See The General Theory, Chapter xx1, ‘The Theory of Prices’, p. 299: “But the 

‘‘income-velocity of money”’ is, in itself, merely a name which explains nothing.’ 
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inflation, the relation between the quantity of money and the supply 
of goods remained a topic of secondary interest for a longer time 
than in many other countries and why it remained completely sub- 
ordinate to the dominating interest in the relation between saving and 
investment (or the demand for and supply of goods and services), 
with economic analysis concentrating on the problems of the infla- 
tionary gap or excess demand (see Chapter vitl). 

Over-simplified versions of the quantity theory are of little help in 
attempts to understand how economic developments are in fact 
influenced by changes in the quantity of money and in liquidity. Nor 
is it sufficient to show, in accordance with Keynes’s interest rate 
theory, how interest rates are influenced by changes in the liquidity 
conditions on the money market and then how variations in interest 
rates affect economic activity. The crucial question is how changes 
in the level and structure of interest rates on the one hand and conse- 
quent variations in the supply and distribution of liquidity (in its 
various forms) on the other affect the propensities to spend, to lend 
and to borrow among different groups of firms and individuals. This 
involves some kind of synthesis between the quantity theory (in a 
modernized form), Keynes’s theory of the connection between the 
supply of money and interest rates and Wicksell’s theory of the effects 
of interest rates on investment.? 

A more synthetic approach leads to the conclusion that it will 
generally be impossible to distinguish clearly between the interest rate 
effects and quantity effects of monetary policy. The distinctions which 
monetary theorists have at different times made between pure interest 
rate effects and pure quantity effects of changes in monetary policy 
must be abandoned if the complexities of the real world are to be 
understood. The analysis of the effects of, e.g., a tightening of monet- 
ary policy would then proceed along the following lines. A rise in the 
interest rate normally indicates a reduced supply of money and 
credit in different sectors: for the commercial banks in their relations 
with the central bank, for borrowers from banks and insurance com- 


‘In England and the U.S.A, these problems have been discussed at consider- 
able length. See, e.g. R. S. Sayers, “The Rate of Interest as a Weapon of Economic 
Policy’ (in Oxford Studies in the Price Mechanism, ed. T. Wilson and P. W. S. 
Andrews, Oxford, 1951), ‘Monetary Policy: A Symposium’ (Bulletin of the Oxford 
University Institute of Statistics, Nos. 4, 5 and 8, 1952) and Howard S. Ellis, 
‘The Rediscovery of Money’ (in Money, Trade and Economic Growth. In Honor of 
John Henry Williams, New York, 1951). Thunholm (op. cit.) based his work ona 
synthesis of this sort. See also his appendix to the report of the 1949 investment 
committee (S.O.U. 1953:6) Penningpolitiken som investeringsregulator. For a 
thorough and more theoretical analysis of these questions, see E. Dahmén, 
‘Banklikviditet och kreditmarknad’ (Ekonomisk Tidskrift, 1952). 
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panies. Increased stringency will also appear in the manifold credit 
relations between the different branches of industry and trade. It is 
generally not merely a question of a reduced inclination to accept 
credit in view of the rise in the interest rate but also of a reduced 
inclination to extend credit in view of the deterioration which has 
occurred or is feared in the liquidity position. If the supply of central 
bank money is constricted, the commercial banks will increasingly 
refrain from new lending and will become stricter in scrutinizing 
applications for loans, in examining the securities offered. Banks will 
be generally more cautious in their judgment of the risk and profit- 
ability of different projects. This means that the normal activity of 
credit rationing by the banks is intensified, with the result that ‘the 
unsatisfied fringe of borrowers’ tends to be expanded. But at the same 
time it may be expected that the tightening of the credit conditions — 
including not only higher interest rates but also higher collateral re- 
quirements, shorter periods of amortization, etc. — will at the same 
time tend to reduce the size of the ‘fringe’ of potential borrowers by 
causing some to postpone investment until credit conditions become 
more favourable. Other projects may be abandoned completely in 
view of the fact that the rise in interest rates has made them unprofit- 
able and that profit expectations have deteriorated. 

It is natural that, in these circumstances, the distinction between 
the actions of banks in holding back the supply of credit and the 
reactions of their customers on the demand side to the tightening of 
credit conditions must be vague. The difficulty of or the abstention 
from borrowing from the banks in turn will cause the enterprises con- 
cerned to become cautious and restrained in granting credit them- 
selves. They will endeavour to obtain quicker payments, the result 
being that the tightening of liquidity is spread in innumerable ways 
over the whole economy. If there is a sufficient limitation of the 
quantity of money with the consequent contraction of credit and 
tightening of credit conditions, the result will be a curtailment not 
only of investment expenditure but also of current expenditure for 
various purposes. This ‘more rigorous credit climate’ forces firms in 
large sections of the economy to reconsider their profit and liquidity 
positions and this will result at the margin in a decreased propensity 
to spend and an increased propensity to sell (finding expression, for 
example, in attempts to liquidate stocks). The quantity theory seeks 
to embody in one simple scheme the results of all these different kinds 
of reaction. 


Expectations and uncertainty. It is generally impossible therefore to 
ascertain on theoretical grounds or by means of statistical investiga- 
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tions to what extent any actual development has depended on changes 
in the interest rate or on changes in the supply of money and credit. 
The distinction is made much more complicated by the important 
circumstance that changes in the interest rate (like declarations of 
monetary policy) produce expectations of further future changes both 
in the supply of credit and in the entire economic situation. The 
possibility of curbing an inflationary situation by monetary measures 
is closely related to the uncertainty in outlook which is evoked by a 
tightening of monetary conditions. There are three important aspects 
of this uncertainty: 


(1) A fluctuating interest rate with variable prices of bonds and other 
securities creates uncertainty as to their value as liquid assets. First 
class bonds serve in different quarters as a form of secondary liquidity 
reserve. A large rise in the level of interest which produces the idea 
that existing rates are abnormally high and are very likely to fall 
within the near future, will probably mean that bond holdings cannot 
easily be mobilized to replenish funds. Losses sustained in the sale of 
securities are likely to act as a deterrent if the rise in the interest rate 
evokes definite expectations in this direction. The sale of government 
bonds especially by banks and insurance companies for the replenish- 
ment of cash supplies during 1946 and 1947 could without doubt have 
been halted by a sufficient reduction in bond prices. The complex 
psychology of anticipations implies, however, that such a reaction 
will not be induced by every rise in the interest rate. A small increase 
in interest rates or slowly rising rates, on the contrary, may either 
create the expectation that the new level of interest will remain stable 
for a long period or may even induce definite expectations that the 
rise in interest rates will continue. A rise of interest rates of this sort 
may therefore not create such uncertainty about liquidity as to pro- 
duce the intended stringency. A process of credit expansion could 
then just as well continue at the higher level of interest. This actually 
seems to have been the situation after the upward slide of interest 
rates in the second half of 1950. 


(2) A tightened monetary policy may create uncertainty as to the 
possibility of financing investment projects in the immediate future. 
Even a slight increase in interest rates (of say }-1 per cent), while not 
substantially reducing profit expectations in an inflationary situation, 
may be interpreted as a sign of growing financial stringency, both in 
the conditions attached to borrowing and in the supply of credit. 
Even if the elasticity of demand for short-term bank credits is low at 
the time, the effects of the greater uncertainty about the possibility of 
obtaining further credit or of negotiating bond loans on the capital 
162 


OLD AND NEW ASPECTS OF MONETARY POLICY 


market in order to finance a long-term investment project may have a 
very discouraging effect. 


(3) Once businessmen have, in consequence, assumed a cautious 
attitude towards engaging themselves in new investment projects 
which are likely to create large demands for credit in the future, their 
caution may be increased still further if the tightening of credit and 
the raising of interest rates is interpreted as a signal of the beginning 
of the end of the inflation. This kind of uncertainty concerning the 
duration of inflation and full employment is involved in reaction 
patterns appropriate to pre-war economic experiences, one element 
being the belief that the Riksbank will ‘normally’ stop an inflation- 
ary boom. Very evidently this part of the reaction mechanism was 
completely lacking between 1945 and 1952. 


The lack of precision in monetary policy. The conclusion from this 
rough sketch is that the effects of a tightened monetary policy are 
normally brought about both through a rise in the interest rate and 
through an increased shortage of money, and that the complicated 
inter-play between these effects precludes the possibility of isolating 
one from the other. Monetary policy achieves its success through the 
delicate mechanism of its influence upon future expectations and 
upon the feelings of uncertainty among lenders and borrowers con- 
cerning interest rates, liquidity and cyclical changes. Herein lies both 
the strength and the weakness of this type of policy. With relatively 
little intervention it may be possible, under favourable conditions, to 
guide the reactions of banks and of businesses in a required direc- 
tion, especially if the intervention occurs at an early stage, before too 
violent an inflationary situation has had time to develop. But it is in 
the nature of such a policy that the measures have to be put on trial. 
The central bank has to grope its way forward, constantly examining 
the effects of each move and being always ready to modify its policy. 
It is not possible with this type of monetary policy to establish and 
make known a definite plan for the interest rate and liquidity policy 
of the central bank. The aims of the policy — e.g. the maintenance of 
a constant price level — can and should be clearly stated, but the 
means to be employed need to be surrounded with an atmosphere of 
uncertainty and perhaps even mysticism — an atmosphere which, 
ideally, should also apply to the relationship of the central bank with 
the finance department of the government. The possibility of a 
monetary policy of this general type coming into force obviously 
depends to a very large extent on political conditions (especially on 
the degree of independence accorded to the central bank), as also of 
course on the conduct of other aspects of economic policy. 
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An important question which must be raised at this point is 
whether the very uncertainty and mysticism which of necessity sur- 
round an effective monetary policy of this kind, do not make such a 
policy inappropriate for a modern full-employment economy in 
which developments should be based on the most reliable and certain 
information available about actual conditions. Since changes in 
monetary policy work to such a large extent through their psycho- 
logical effects (or sometimes even shocks) which are in part at least 
irrational, does this not necessarily involve the abandonment of the 
demand for surveillance and predictability? It is practically impos- 
sible to foresee the quantitative effect of a given amount of tightening 
of the Riksbank’s policy on the size of investments and on their dis- 
tribution among different sectors of the economy, on prices and em- 
ployment or on the balance of payments. 

The critics of monetary policy in Sweden lay great emphasis on the 
experiences of the stringent credit policy pursued in 1920, 1931 and 
1939-40, pointing to its unpredictable effects on these occasions. They 
ask why it should work any better now. For the champions of 
monetary policy, it is not sufficient simply to trust in its flexibility and 
in the possibility of rapid adjustment. The problem above all con- 
cerns the speed and the magnitude of the effects of changes in 
monetary policy, and it is about these that we know s0 little. It is far 
from certain, for example, that an over-contraction of credit which 
begins to cause serious dislocations in employment, can rapidly and 
without friction be neutralized by the introduction of a policy of easy 
money. In this example, it is not only a question of the ability of the 
central bank to change its policy rapidly — and the Swedish record to 
date gives no reason for confidence in this respect — but also of how 
soon such a change would begin to have the intended effects upon 
economic developments. 

Against the background of these doubts, it is very easy to demon- 
strate the many advantages of fiscal policy and direct regulations. The 
government can plan to increase or decrease demand in the country 
by so many million kronor by varying its own income and expendi- 
ture. Control over building and imports aims not merely at modify- 
ing activities in these spheres to a desired level but also at directing 
their distribution among different purposes. The regulation of prices 
can, in theory, control in detail the price relationships between differ- 
ent goods. By contrast, general monetary policy, with its broad aims 
and vague effects manifestly fits badly into the framework of a more 
ambitious policy based on fiscal measures or physical regulations. 
But as I shall attempt to show in the next chapter, the desire for 
precision is in fact very largely left unsatisfied also by fiscal and 
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regulative measures. There is no real reason why monetary policy, 
with its more modest countenance, should be regarded as a ‘sparrow 
in the dance of the cranes’. 

Before giving further consideration to this question I want to con- 
clude this chapter with a summary of the new problems to which 
Swedish monetary policy since 1952 seems to have given rise. 


The problems of the new credit policy. Examples were given in 
Chapter vi of a purely passive monetary policy, when neither a 
raising of the interest rate nor a restriction of the means of payment 
acts as a brake upon an inflationary development. One can imagine, 
as one extreme alternative, an active monetary policy in which an 
increase in the interest rate alone will induce the required reactions, 
while the supply of liquidity and credit is sufficient to satisfy the needs 
of every borrower who is prepared and able to pay the higher interest. 
This corresponds most closely to Wicksell’s and Keynes’s theoretical 
constructions which have never been realistic for the reasons stated 
above. At the other extreme it would be possible to reduce the supply 
of liquid funds while the level of interest rates remains fixed, until the 
desired effect is achieved. In reality the effect is not simple in this case 
either; tightened credit conditions have both direct and indirect con- 
sequences, but in this form of monetary policy the main emphasis is 
placed on the scarcity of liquidity and on credit rationing. 

The element of regulation and rationing involved in the tightening 
of monetary policy is of course more obvious when the level of the 
interest rate is kept constant than when interest rates are allowed to 
move with some freedom. When banks are not allowed to raise 
interest charges as a means of discriminating between different in- 
vestment projects there is less likely to be a ‘natural’ weeding out of 
loan applications. But even in these circumstances, difficulties of 
financing and expectations of future difficulties will restrain the 
desire for investment. In general, however, it is to be expected that the 
distribution of bank credit, and thus of investment, among businesses 
and branches of the economy will be different from that which would 
occur with a policy allowing flexible interest rates. 

The influence of the banks over the distribution of credit among 
businesses and sectors of the economy is of course increased when 
monetary policy predominantly takes the form of controlling liquid- 
ity. Old customers are then likely to receive preferential treatment. 
Applications for credit from new enterprises and for more risky 
projects will probably be scrutinized more severely than when the 
tightening of monetary policy allows an adequate increase in interest 
rates. Over the long term, this kind of policy probably tends to rein- 
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force the monopolistic elements in the economy. At the same time 
there is an increase in the ability of the central bank to direct, 
through more or less voluntary arrangements, the distribution of 
credit among the different areas of economic life in concurrence with 
the government’s conception of priorities. These are typical problems 
of a centrally planned economy and they will be examined more fully 
in the last chapter. With a highly developed policy of credit restric- 
tion, there is a great risk that a central bank will be exposed to strong 
political pressure to remedy, by more or less discreet measures, an 
‘accidental’ lack of liquidity in various quarters where unemploy- 
ment appears to be threatening. Hence similar strains and difficulties 
may arise with credit policy as with various forms of regulation and 
as with a discriminative fiscal policy. There is, as with the other forms 
of regulation, a risk of the gradual extension of detailed intervention 
over the whole of the credit and capital markets. 

Monetary policy which is mainly based on liquidity control and 
credit rationing tends to involve a considerable degree of guidance 
over the direction of investment. According to the principles 
followed since 1952, investment should in general be held back in the 
private industrial sector while house building and various kinds of 
government building and construction activity should be favoured. 
The possibility of steering the direction of investment by means of a 
centrally regulated or supervised credit policy is, however, to a large 
extent limited by the profit and liquidity conditions in different 
sectors of the economy, conditions which vary with the business 
cycle. In the boom conditions of 1951, a policy of severe credit restric- 
tion would have had no immediate effect on large parts of the export 
industries and, in the absence of preventive measures, would princi- 
pally have hit house building and certain branches of industry pro- 
ducing for the home market. In view of the extremely uneven state of 
profits and liquidity in various sectors of the economy, a strongly 
restrictive credit policy, moreover, might well have brought into 
existence a credit market outside the banks, with black market rates 
of interest. Such a market would be difficult to supervise and could 
seriously upset the credit policy. It is obvious that a strongly restric- 
tive credit policy, based to a large extent upon the quantitative effect 
of a money shortage, must function badly in an economic situation in 
which liquidity and profit are very unevenly distributed — and prob- 
ably worse than a policy based upon appropriate changes in the 
interest rates. In such a situation complementary fiscal measures will 
in any case be necessary (see Chapter Ix). 

A centrally directed credit policy in fact requires a high degree of 
understanding of the relations between the situation on the credit 
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and capital markets on the one side and the conditions of economic 
development on the other. One of the aims of credit policy is gener- 
ally stated to be the limitation of investment to such an extent that 
general economic equilibrium is reached or maintained (see Chapter 
vill). But such a broad aim cannot at once be turned into precise 
targets of policy —e.g. with regard to bank advances. In conditions 
of inflationary pressures such as existed at the beginning of 1952 
and 1955, an obvious aim for the Riksbank would be to bring about a 
considerable decrease in bank loans. But there is no means of decid- 
ing how far credit restriction should go in order to reach and main- 
tain the desired equilibrium. The monetary and fiscal policy of 1952 
created a strained situation on the capital market, where the supply 
of loanable funds (i.e. the investment needs of insurance companies, 
savings banks, etc.) fell substantially short of the demand for long- 
term loans from the state and municipalities, for house-building, etc. 
There is no reason to suppose that the funds which the capital 
market makes available give a measure of the volume of investment 
which corresponds to the level of voluntary saving under conditions of 
general economic equilibrium. The availability of funds on the capital 
market in 1952 indeed was to a large extent a result of the experi- 
mental limitation of the credit capacity of the commercial banks, as 
well as a result of the largely fortuitous budget surplus and of the 
development of the foreign exchanges. The complex relations be- 
tween the various credit institutions also influence developments 
on the credit market. An increased propensity to save leading, for 
instance, to increased deposits with the commercial banks, need not 
affect their liquidity position; with unchanged standards of liquidity, 
the stringency on the capital market remains unchanged, while the 
‘real economic situation’ seems to offer greater opportunities for 
investment, a condition which ought to be accompanied by an easing 
of the credit policy of the commercial banks. If the increased saving 
had taken the alternative form of larger deposits in the savings banks 
and of increased premium receipts by the insurance companies, the 
regulation of the liquidity ratios of the commercial banks by the 
Riksbank should have followed different lines. 

Thus, developments on the credit and capital markets are for 
various reasons related in a very loose and indefinable way to the 
relation between investments and saving and the criteria of equili- 
brium for the economy as a whole. It is indeed possible to construct 
examples in which a restrictive credit and fiscal policy which succeeds 
in halting an inflationary development should reasonably be expected 
to lead ex post to an expansion of credit. Such a policy is likely to 
result in a general fall in profits (by comparison with the initial 
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inflationary situation) and an increase in saving on the part of private 
individuals. If economic expansion (in real terms) is to continue, then 
the banks acting as intermediaries between savers and businesses in the 
provision of credit must in this situation supply a continuous increase 
of credit to expanding sectors of the economy. It is possible, on the 
other hand, that the demand for credit expansion may stop during a 
profit inflation since the expanding firms may on. average be- 
come entirely self-financing or may even have a surplus of savings 
out of their profits. It follows from this reasoning that developments 
on the credit and capital markets do not give much guidance for a 
centrally directed credit policy. 

This sceptical attitude towards the possibility of pursuing a 
deliberate policy of planned credit regulation certainly applies to a 
large extent also to a monetary policy with fluctuating interest rates. 
One difference is, however, that the control of liquidity and credit at 
a fixed level of interest must be considered to be more ambitious 
than the more old-fashioned type of monetary policy based on flexible 
interest rates. The central bank attempts to control the supply of 
money and credit in order to achieve certain aims affecting the vol- 
ume and direction of investments. But when the relation between ‘the 
real and the credit market spheres’ are, as has been pointed out, 
obscure and variable, there is little basis for the planning of a more 
ambitious policy of credit regulation. 

The conclusion therefore is that the new monetary policy — like 
the old — needs to study the effects on prices, employment and the 
foreign exchange position of each intervention and grope its way 
forward in much the same way as before. It follows that the stabili- 
zation of the long-term interest rate — at any level whatsoever — 
should rather be interpreted as an independent aim of policy, and 
one which by hindering adaptation through the workings of the price 
system within the economy seems to me to reduce the effectiveness 
of monetary policy. This problem is taken up for further discussion 
in the last chapter. The questions discussed in this chapter arise from 
the type of monetary policy which was introduced in Sweden during 
1952 and subsequently modified in 1955. It will only be possible to 
supply answers to them after the policy has had a longer trial. The 
main problem is that of the long-term effects. It is not improbable 
that so many other circumstances will change over the long period 
that it will remain impossible to supply answers. In the process of 
examining other aspects of economic policy in the remaining chap- 
ters, however, I intend to take up the problems raised here for 
renewed consideration. 
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CHAPTER VIII 


INFLATIONARY GAP ANALYSIS AND THE 
PREPARATION OF NATIONAL BUDGETS 


INTRODUCTION 


The significance and practice of the method. The foregoing discussion 
of monetary policy ended with the conclusion that it is impossible to 
be very precise about its manner of operation. It is in the nature of 
monetary policy that only vague surmises can be made as to the 
direction in which changes of policy will work and that any attempt 
to anticipate the results precisely (e.g. the effects on incomes, prices 
and employment) is doomed to failure. On the other hand, the sug- 
gestion was made in the preceding chapter that when measures of 
regulation and fiscal policy are employed, it is easier to make exact 
quantitative calculations, both with regard to the ends and the means 
of the policy pursued. The difference is largely due to the fact that 
with the latter types of economic policy theories are used which can 
more easily be given quantitative statistical content. 

The object of this chapter is to test the significance and reliability 
of the theories and statistics involved and at the same time to indicate 
what kinds of problems arise when the results are used in connection 
with the application of the policies in question. The main elements in 
the discussion will be, on the one hand, theories of general economic 
disequilibrium and, on the other, the use of national income statistics. 
Economic disequilibrium is understood in this respect as a disparity 
between the supply of and the demand for goods and services, either. 
within the community as a whole or in important sectors of it. One of 
the difficulties of definition is that this disparity has to be considered 
as an ex ante concept, demand and supply respectively indicating 
what the state, consumers, entrepreneurs, etc. plan to buy or sell in 
the light of existing economic conditions (e.g. of profits and incomes). 
To the extent that in the community as a whole the plans for buying 
and the plans for selling do not correspond, this will result in general 
economic disequilibrium: an inflationary gap will be created if 
demand tends to exceed supply, a deflationary gap if the converse. 

In order to simplify the following discussion as much as possible, 
attention will be focused primarily on the problems of inflation. 
The main task will be to analyse the inflationary gap, using the situa- 
tion in 1947 as a typical example. The simplification of the problem 
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in this way does not mean that a large part of the conclusions will not 
also be valid for ‘gap analysis’ in general. In this chapter, a minimum 
of economic theory is used: the main emphasis will be on the experi- 
ences derived from the application of such methods in Sweden during 
the post-war years. Difficult theoretical problems are involved in this 
account, however, but some of these are discussed in the Appendix 
to this chapter, beginning on page 202. It should therefore be under- 
stood that some of the conclusions which will be drawn in the body 
of the chapter concerning the applicability of inflationary gap 
analysis are based on the theoretical concepts analysed in the Appen- 
dix. 

In most years since the war, attempts have been made in Sweden, 
with the help of simplified assumptions and on the basis of the avail- 
able national income statistics, to measure the inflationary gap in 
statistical terms, and thus to indicate the degree of general economic 
disequilibrium which is expected to prevail. The results of these cal- 
culations provide an easily understandable and often dramatic start- 
ing-point for the discussion of economic policy. If the calculation 
Shows the existence of a considerable inflationary gap, indicating 
that the total demand for goods and services during a given period 
tends to exceed the supply, an idea can be formed of the extent to 
which taxation should be increased, or investment expenditure 
curtailed, in order to eliminate the gap and restore equilibrium — in 
the sense understood. If the calculation of the size of the inflationary 
gap refers to a controlled economy, it may perhaps be thought to 
give an idea of ‘the pressure on the regulations,’ i.e. of the increase 
liable to occur in different types of expenditure and in prices if the 
regulations were discarded. If the calculation shows a deflationary 
gap, it will similarly indicate the strength of the tendency towards 
depression and possibly provide a quantitative gauge of the counter- 
measures needed, 

Between the autumn of 1946 and the autumn of 1949, ‘ gap calcula- 
tions’ of this type were carried out regularly by the Konjunkturinstitut. 
Similar calculations were made by a committee appointed by the 
Swedish government, the National Budget Delegation, whose task it 
was, among other things, to bring together all the existing statistical 

A body consisting of the heads of various departments of national govern- 
mental authorities. The first budget was presented as an appendix to the govern- 
ment’s supplementary budget proposals in May 1948. Since then, the national 
budget has been published at the beginning of each year as a supplement to the 
government’s annual Finance Bill. The national budget incorporated in the 
Finance Bill for 1952 was regarded as preliminary only; a revised version was 


worked out during the spring and was presented in May as an appendix to a 
supplementary Finance Bill. 
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material relevant to the forthcoming year in the form of a national 
budget. This delegation sought to determine the extent of general 
economic disequilibrium, bearing in mind the aims of the govern- 
ment in its economic policy. The main problem was to discover how 
the government’s plans for income and expenditure (according to the 
_annual Finance Bill) and those of other public agencies during each 
coming year, together with predictable plans for expenditure of 
business firms and private individuals, compared with the country’s 
total available resources of goods and services. These national budget 
calculations — as they have taken shape in Sweden — have in fact 
differed comparatively little from the ‘gap calculations’ of the 
Konjunkturinstitut, so far as the formulation of the problem and the 
methods used were concerned. In view of the new economic con- 
ditions which have appeared since 1950 (see Chapter mm), the 
Konjunkturinstitut has ceased making ‘gap calculations’.* 

The ultimate purpose of the national budget is to throw light on the 
current problems of economic policy. In place of the former narrow 
view of fiscal policy, when the only question was whether the govern- 
ment’s budget was in balance or not, the new type of national budget 
means that the task has become much more ambitious, embracing 
the entire economic balance of the society. A simple and systematic 
examination is made of the problem of how and to what extent plans 
for expenditure, both actual and contemplated, fit together; if any 
‘sap’ appears, then the question arises whether this can be expected 
to lead to developments of such a nature that the government’s 
economic policy (especially its budgetary policy and its controls) will 
need to be modified. The compilation of a national budget also 
provides a starting-point for a systematic inquiry into the order of 
priority of the expenditures for different purposes. In a controlled 
economy suffering from inflationary pressures, the question of social 

priorities — the ultimate object being the optimum allocation of 
resources —-may become central to the technique of national 
budgeting. 


1 Some of the economic surveys of the Konjunkturinstitut since the war have 
involved a critical analysis of the government’s economic policy. As a conse- 
quence of the independent and scientific status of the Institute the results of its 
inflationary gap analyses have not always agreed with the findings of the National 
Budget Delegation, the latter of necessity being closely linked to the economic 
policy being pursued by the government. In addition, the national budget cal- 
culations have as a rule been drawn up at a later stage than those of the Konjunk- 
turinstitut. Changes in economic policy have often occurred during the interval, 
and these may have changed the presuppositions on which the calculations were 
based. This should be borne in mind when comparing the analyses of the Kon- 
junkturinstitut with those of the National Budget Delegation. 
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The use of national income statistics. There is a marked difference 
between the part played by the statistical presentation of economic 
events in the discussions of economic policy in the 1930s and in the 
post-war period. It was rare in the 1930s for any attempt to be made to 
express in a comprehensive and precise statistical form the quantities 
with which the economists were concerned. Generally the strategic 
relationships between saving and investment, the price level and 
interest rates, were described verbally, although the concepts in- 
volved were highly complex. In the programmes for economic policy, 
statistical precision was given only to the level and movement of 
prices. In the analysis of business conditions, no systematic arrange- 
ment of the statistics for income and consumption (in the manner 
which has since been evolved) was attempted, or was even possible. 
The most that could be done was to bring together various sporadic 
pieces of information derived from different quarters and to attempt 
with their assistance to pick out significant symptoms of cyclical 
conditions. The figures of national income which were presented a 
long time afterwards served only to give a general picture of the 
development of total production. 

The urgent economic problems of the Second World War resulted, 
in Sweden as elsewhere, in enormous progress in the compilation of 
economic statistics. Serious shortages of important raw materials and 
fuel made it necessary to have comprehensive inventories and con- 
tinuous statistics of production and consumption. At the same time 
the central problems of economic policy in war-time — to provide for 
expenditure on defence and essential investment — made it necessary 
also to have a statistical summary of income and expenditure for the 
community as a whole. It became desirable in every country for 
an attempt to be made to draft a plan to show the allocation to 
various purposes of the available productive resources. It also became 
important to have statistics on incomes and on the way these were 
divided between consumption and saving. One of the central tasks of 
economic policy was of course to limit private consumption and 
certain types of investment activity by direct or indirect measures, in 
order to leave sufficient room for the greatly increased expenditure 
on the direct and indirect needs of defence. The strains of the war 
thus created a great need for comprehensive national income statistics 
as a means of throwing light on the nation’s economic problems. 
The methods tried out during the war years were afterwards used and 
improved upon, the aim in the post-war years being similarly to 
clarify the problems of inflation and of deflation. 

The U.K., the U.S.A., Holland and Norway led the way in the 
development of national income statistics for the service of economic 
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policy. Keynes, in England, gave a stimulus at the beginning of the 
war to the use of national income statistics for demonstrating in a 
simple and convincing way the country’s problem of balancing the 
supply and consumption of its resources.’ The problem for the U.K., 
as for the other belligerent countries, was to set aside well-nigh one- 
half of current national income for war needs. In spite of a consider- 
able increase in voluntary saving, there was a strong tendency 
throughout the war years for the demand for consumer goods to be 
very excessive; the problem was to limit this excess demand or in- 
flationary gap as far as possible, by means of rationing and higher 
taxation. The concept of an ‘inflationary gap’ —in Sweden also 
called a ‘demand surplus’ — was brought into discussions in earnest by 
Sir Kingsley Wood, the British Chancellor of the Exchequer, in his 
budget speech of April 7th, 1941.? The inflationary gap, as an actual 
measure of economic disequilibrium, has been investigated statistic- 
ally in detail hardly anywhere except in Sweden and possibly France. 
In the U.K. and elsewhere, a general picture of the use of the nation’s 
resources for different purposes during the previous year has been 
derived from existing national income statistics; once assembled, 
these accounts are used as a basis for predictions and plans for the 
following year.® 

A first attempt to calculate the “demand surplus’ was made in 
Sweden in a report of the Konjunkturinstitut in 1943.* Since Swedish 
national income statistics were at that time highly defective, a 
number of quite curious calculations and approximations had to be 
made. Since 1946, systematic national income statistics have been 
drawn up by the Konjunkturinstitut and these have provided an 
important basis for economic analysis. 


STATISTICAL EVIDENCE OF GENERAL ECONOMIC 
EQUILIBRIUM 


The aggregate supply and demand account and the balance of payments 
account. A final stage in the systematic compilation of national 
income statistics is the arrangement of the data in the form of 
national accounts. The purpose of this is to illustrate the circulation 
within the economy of goods and services on the one hand and of 


1J, M. Keynes, How to Pay for the War (London, 1940). 

2 Hansard: Parliamentary Debates, Sth series, vol. 370, 1297-1335. See also 
‘The First War Budget’, The Economist, 1941, p. 475. 

2 See Economic Survey, from and including 1947, published yearly by H.M. 


Stationery Office, London. ; ; 
4 ‘Inkomstutveckling och képkrafts6verskott under krigséren (Meddelanden 


frén konjunkturinstitutet, Serie B:2). 
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money flows on the other. Transactions between various groups of 
firms, income receivers and public institutions are entered in the 
innumerable sets of accounts to be found within various sectors of 
the economy. The classifications within the accounts and between 
the different sectors may be as detailed as is permitted by the account- 
ing possibilities afforded by the statistics. 


TABLE XVI 


AGGREGATE SUPPLY AND DEMAND ACCOUNT: SWEDEN, 1947 AND 
1948 


Million kronor 





1947 1948 

Supply 

Gross national product at market price 24,780 27,890 
Imports (cif) 5,230 4,950 
Total supplies 30,010 32,840 
Demand 

Gross investment 7,000 7,320 
Changes in stocks +430 +330 
Net export of goods (fob) and services 3,780 4,540 
Private consumption 16,350 17,800 
Public consumption 2,450 2,850 
Total demand 30,010 32,840 





TABLE XVII 
BALANCE OF PAYMENTS ACCOUNT: SWEDEN, 1947 AND 1948 
Million kronor 





1947 1948 
Supply of foreign exchange 
Goods exported 3,240 3,980 
Net income from shipping services 600 640 
Total supply 3,840 4,620 
Demand for foreign exchange 
Goods imported 5,230 4,950 
Net payments for services other than shipping 60 80 
Net balance — 1,450 — 410 
Total demand 3,840 4,620 


—————————— 


Of greatest relevance to this discussion are those parts of the 
complete national accounts which can be presented as balances of 


* For further study, see the investigations by Ingvar Ohlsson in reports of the 
Konjunkturinstitut, especially “Nationalbokféring, 1946-50’ (Meddelanden fran 
konjunkturinstitutet, Serie B:13). 
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current resources and expenditure, of saving and investment and of 
transactions with foreign countries. The first and second of these may 
be said to be the most closely related to the problem of internal 
equilibrium while the third is concerned with external equilibrium. 
Examples are given below of the tabulation of the aggregate supply 
and demand account? and the balance of payments account for 1947 
and 1948. 

The above tables provide an ex post record of the transactions in 
question during the respective years. Accounts constructed on roughly 
the same lines but referring to a coming year, provide the starting- 
point for inflationary gap calculations and for the compilation of 
national budgets. In each of the above accounts total demand is 
equal to total supply. Disparities would be impossible since the 
tables merely view the same transactions from opposite sides; on the 
one side from the point of view of what is sold and offered for sale 
and on the other from the point of view of what is bought and de- 
manded. Total sales must obviously be identical with total purchases, 
and everything offered for sale must have been disposed of in one or 
other of the purposes recorded in the table. Similarly in the saving- 
investment account the totals for saving and investment are the 
same; how these are derived from the first of the above accounts is 
explained in the Appendix. In the balance of payments it is true that 
an equilibrating item is shown representing the deficit in the current 
balance of payments. This item corresponds in the main with the 
movements of short-term capital; particularly the purchases and sales 
by the Riksbank of gold and foreign exchange. Since it therefore 
represents actual sales and purchases of foreign exchange, it does not 
necessarily have to be regarded as a residual item. In the A.S.D. ac- 
count one might as a pure formality also designate one item — e.g. 
changes in stock (or in some part of them) — as a residual item. The 
insertion of a certain item as residual, in the sense of being the out- 
come of developments during the year, calls for careful analysis, a 
matter to which attention will be directed in the Appendix. 

The first of the above accounts provided information about the use 
for different purposes of all the resources made available by the 
year’s production, including imported goods. It should be noted that 
total supply indicates a gross sum which contains a considerable 
amount of double counting. The gross national product includes a 
calculated sum to represent the depreciation of the reproducible 
capital within the economy, so that this is maintained at an unchanged 
volume throughout the year. The year’s imports are added to the 
value of the gross national product in the above table. Corre- 

1 Referred to hereafter as the A.S.D. account. 
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sponding entries are made on the demand side, re-investments and 
maintenance of capital, and exports of goods and services. A 
supply and demand account could also be drawn up of course in the 
form of a net account, using net national product on the supply side 
and net investment on the demand side, with only the net balance of 
the foreign exchange account introduced on the appropriate side. 
The method using gross figures, however, has many advantages. The 
actual expenditure on re-investment and maintenance may vary sub- 
stantially from year to year in relation to depreciation. A supply- 
demand account drawn up with net figures would give no information 
about variations of this sort, although they may be of the greatest 
importance for interpreting the course of events. The same is true 
of the variations of exports in relation to imports. Obviously such 
variations cannot be read off from a net figure of surplus or deficit. 
Both imports and exports might increase considerably without any 
change taking place in the net balance of payments. 

These ex post accounts show the distribution of supply and de- 
mand between different spheres, but give no immediate starting- 
point for further analysis. One would like to know, for example, why 
the composition of the A.S.D. account changes from one year to 
another or over a series of years, or why this change is attended by 
price increases or by a deficit in the balance of payments. In other 
words, some method of interpreting the figures is necessary before 
the statistical accounts of aggregate supply and demand and of 
foreign trade can be of any assistance to forecasting and policy- 
making. 


Statistical criteria of disequilibrium. The next task, then, is to study the 
accounts from the point of view of conceivable criteria of lack of 
equilibrium. Taking 1947 as an example we know that the year was in 
a number of different aspects one of marked inflation (see Chapter 
1); the inflationary pressures led to price and wage increases, dis- 
turbed conditions on the labour market (shown in excessive labour 
mobility and high rates of absenteeism), etc. A list might be compiled 
of the symptoms of an inflationary situation, this being regarded here 
as a situation of disequilibrium. But a theoretical interpretation 
should go further than this and localize and explain the lack of 
equilibrium as well as measure its size. Such an interpretation would 
then, inter alia, provide a starting-point for a discussion of economic 
policy. 

Before the ex ante approach is explored it is worth while examin- 
ing what possibility there is of obtaining direct statistical criteria of 
the nature of the economic situation directly from the ex post A.S.D. 
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account. Starting from the traditional conception of the business 
cycle, one can first focus attention on the relationship between sav- 
ing and investment. It is easy to deduce from the A.S.D. account a 
saving-investment account in which the gross value of investment 
expenditure — and its distribution among sectors — is obtained from 
the demand side. The value of the community’s gross saving ex post 
should be the same as the gross value of its investments, since again 
it is a question of seeing the same phenomena from opposite sides. 
It must be observed, however, that if correspondence is sought 
between investment and gross domestic saving, correction has to be 
made for the deficit in the balance of foreign payments, which in 
1947 amounted to 1450 million kronor. A deficit means that the 
country is financing some domestic investment by eating into the 
reserves of foreign exchange or by borrowing abroad; a surplus (as in 
1949-51) means conversely that some part of gross domestic saving is 
being used to make loans abroad or to increase the reserves of 
foreign exchange. 

In Table XII (Chapter m, p. 61) the calculated value of invest- 
ment and saving is indicated as a percentage of the gross national 
product (at current market prices). A glance at this table shows that, 
as described in Chapter mm (pp. 60-70), something went wrong in 
1947. The share of total domestic investment in the gross national 
product was exceptionally high (30 per cent compared with 26-27 
per cent in 1948-50). This high investment quota was principally the 
result of the increase of investment activity in the private sector of the 
economy, especially in industry. But at the same time, saving by 
private individuals seems to have been exceptionally low (see Table 
XIV, Chapter m1). This was probably also true, though not quite so 
markedly, of most other private saving. It should have been 
obvious from the account of the methods of calculation given in 
Chapter mi (pp. 69-70) that too great significance cannot be 
attached to these attempts to make exact assessments of the contri- 
butions of the different sources to total savings. There are many 
indications, however, that Table XII correctly shows the main 
tendencies. 

The ratios shown make it possible to give a rough but nevertheless 
plausible interpretation of the inflationary situation in 1947. Excess 
demand arose in consequence of the relatively high investment 
activity and the relatively low savings. In other words, total demand 
rose more quickly in 1947 than the total current supply of goods and 
services indicated by the gross national income. The total increase of 
demand beyond this supply is represented by the deficit of 1450 
million kronor in the balance of payments. This interpretation is 
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often expressed in the statement that during that yeat Sweden lived 
‘beyond her resources’ to an amount corresponding to the loss of 
foreign exchange reserves. This amount thus gives a kind of ex post 
measure of the size of the inflationary gap. But this measure is sig- 
nificant only in very special circumstances, namely if the tendency 
towards excess demand found expression entirely in increased im- 
ports and decreased exports. What this would probably mean is that 
the pressure of demand was not held back by regulations and by supply 
deficiencies while at the same time it did not find expression in in- 
creased prices either. These suppositions do not, however, hold good 
for 1947; the conclusion must therefore be that the deficit in the 
balance of payments can only be described as a symptom of an 
inflationary gap. 

A not uncommon way of trying to obtain a measure of the infla- 
tionary gap with a minimum of theory is based on a concept of a 
‘normal’ relationship between the different items in the A.S.D. 
account. An approach of this sort draws attention to the difference 
between the high figure for gross domestic investment in 1947 and 
the more ‘normal’ figures found in 1938-39 and in 1948-50. The 
argument then is that this difference provides a measure of the excess 
demand, although attention has also to be paid to the exceptionally 
low figure for personal savings during 1947. 

Obviously such reasoning is based upon highly arbitrary founda- 
tions, especially in the assumptions made concerning ‘normal’ invest- 
ment and saving quotas. The actual investments must be taken as 
given, a procedure which is not necessarily reasonable. It was 
characteristic of the inflation of the post-war years that large ac- 
cumulated needs existed for private and public investment in stocks, 
machinery and buildings. The investment which actually occurred 
was restricted both by regulations and, especially in the years imme- 
diately following the war, by the lack of raw materials and man- 
power. There is no doubt that if supplies had been more elastic and 
the regulations had worked less obstructively, investment activity 
would have been even higher during those years than in fact it was. 
The same is true to a certain extent also of consumption expenditure. 
Some rationing was still in force in 1947 while the demand for certain 
consumer goods (especially motor cars and other durable goods) 
could not be met because of inadequate supplies. On the savings side 
of these calculations, the item ‘other savings’ is particularly difficult 
to define. This is especially true of the savings arising out of business 
profits. Profits of course tend to be abnormally high in an inflation 
and the resultant savings partially offset the increased investment 
activity. But the concept of ‘normal’ and ‘abnormal’ profits is one of 
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the numerous very vague ideas which constantly recur in all debates 
on inflation. If one wants to speak of some kind of ‘normal’ saving, 
one must obviously have in mind also some kind of ‘normal’ dis- 
tribution of incomes, e.g. between profits and other incomes. During 
1947 and in the following year, price controls applied a strong 
though irregular brake to the rise of prices and profits —a reason 
why the profit inflation did not become as marked in 1947-48 as 
during the second post-war wave of inflation in 1950-51. Instead, the 
year 1947 saw an ‘abnormally’ large surplus in the government bud- 
get and this acted as an important equilibrating factor, to some extent 
compensating for the ‘abnormally low’ personal savings. 

The point of the above discussion is merely to illustrate the types of 
problem which arise in any attempt to interpret the significance of 
the aggregate figures of supply ard demand in a more direct statistical 
manner. In order to interpret the accounts at all satisfactorily, one 
must have a sound theoretical basis, using a simple model of the 
inflationary situation which will provide a starting-point for an 
analysis of actual developments and at the same time indicate the 
strategic points to be attacked by an anti-inflationary policy. 


SIMPLIFYING ASSUMPTIONS AND METHODS 


In attempting to measure the inflationary gap, the Konjunkturinstitut 
has been quite unpretentious in its approach to the unsolved and 
partly insoluble theoretical and statistical problems which are linked 
with this type of analysis. Certain radical simplifications have to be 
made in the framing of the problem if any conclusions are to be 
reached. Such simplifying assumptions are made partly in order to 
avoid theoretical complications which seem to be insoluble. These 
presuppositions must, however, be kept constantly in mind, since 
they naturally imply that the value of the findings as an interpretation 
of economic disequilibrium is limited by the extent of the initial 
simplifications. The assumptions made in the approach to the 
problem are also conditioned by the lack of reliable statistical in- 
formation. In the following account of the main elements in the 
method, attention will be paid to the question of how useful this type 
of analysis may be in view of the necessary simplification of the 
theoretical and statistical problems involved. 


Income formation. Inflationary gap calculations have been character- 

ized by the treatment of price and wage developments as exogenous 

factors. The problem of estimating the likely changes in wage incomes 

during a coming year has been met by basing the calculation of the 
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wage increases which may be expected on the most recent collective 
agreements. If the calculation has been made at an early stage, before 
new collective agreements have been entered upon for the year in 
question, assumptions have been made concerning wage develop- 
ments which are in fact ‘informed guesses’. In trying to assess the 
price developments, the calculation has used independent estimates. 
Either prices have been taken as given according to the price situa- 
tion at the time of the calculation, or forecasts have been made of 
likely changes in the average price level during the coming year, 
based upon known circumstances. Thus on several occasions allow- 
ance has been made for the fact that increases which have already 
occurred in import prices and wages may be expected to affect the 
price level during the year. Price-fixing agreements for agricultural 
products have also been taken into consideration, both in the assess- 
ment of income changes and in the forecast of price developments. 

The difficulties are thereby reduced to the question: if price and 
income developments are as presumed, will there then be equilibrium 
between total demand and supply in the sense understood in this 
context? If not, how large is the inflationary or deflationary gap 
likely to be? It thus becomes merely a question of estimating the 
primary inflationary gap, while the complication (to be discussed in 
the Appendix) of secondary price and income changes is ignored. In a 
situation such as existed in 1947, with relatively strict price control 
and with price- and income-relations which were for other reasons 
fairly stable, valuable information may be provided by an 
inflationary gap calculation of this type. But in an economic situa- 
tion such as existed in 1950-51, a calculation of this sort is of very 
little interest for the simple reason that changes in the price and 
income relations are a foremost consideration (see Chapter m1, pp: 
76ff). When disturbances to the existing distribution of income — 
between different branches of the economy as well as between busi- 
ness and households — come to play an important part in develop- 
ments, an inflationary gap analysis which ignores these problems 
must obviously be a poor method of economic analysis. This in fact 
proved to be true of the national budget for 1951, which gave 
scarcely any indication of the highly important economic changes 
which were imminent, and thus gave defective guidance for the 
drafting of economic policy. 


The problem of time. It is characteristic of the relatively cautious 
approach of the Konjunkturinstitut to inflationary gap calculations 
— indicated, for instance, by the fact that they are usually described as 
arithmetical examples — that they only relate to changes from one 
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year to the next. Thus the calculation for 1947 was made from the 
preliminary A.S.D. figures for 1946. The anticipated changes in 1947 
in the different items on the supply and demand side were then 
examined and compared. This simplification, whereby not the 
absolute size of the expected figures but only the changes from the 
previous year are studied, is made necessary in part by the lack of 
good statistics. An insoluble difficulty in interpreting an inflationary 
gap calculation of this type is that of timing. Since there is no solution 
to the theoretical problems involved, the calculation must in practice 
cut through the knot by making unprovable assumptions. It is 
assumed that the expected changes deduced from the figures for the 
base year refer to conditions which will hold good on the average 
during the next year. The estimates of the development of produc- 
tion, incomes and prices all refer to such ‘average’ conditions. But 
it must be observed that such a definition of the time period is purely 
formal. The calculation quite simply has bearing on the situation at 
some time during the year when the expected changes in incomes, 
etc., have been realized. The year is, of course, a suitable period from 
many points of view. Wage agreements, the government budget, the 
agricultural price-fixing agreements and so forth, are all based on the 
unit of time of one year. It often turns out, however, that the year is an 
unsuitably long period for inflationary gap analysis. This may be 
illustrated with particular clarity from the calculation for 1948: the 
increase of the inflationary gap from 1947 to 1948 should be inter- 
preted primarily as referring to the first part of the year; the second 
half of 1948 saw a considerable easing of the inflationary pressure. 

The difficulty of setting a date to the results of the calculation is 
often concealed by the use of such guarded expressions as the ‘ten- 
dency towards’ an increase (or decrease) in the inflationary pressure 
during the year in the presentation of the conclusions of the gap 
calculation. This implies an assumption that a coming year will be so 
uniform that the change in the gap is representative of conditions 
from the very beginning of the year. Only if some such supposition 
is made can the calculation become a guide for economic policy. The 
realism of such a supposition is not easy to test, however, since the 
very difficult theoretical and statistical problems of the speed of 
reaction of expenditure and incomes and the consequent multiplier 
effects are involved. It is very largely the variability of the speed of 
these reactions that makes gap calculations a very unreliable method 
of analysis for a relatively free economy.’ 


1 It should be observed that the method of calculation was changed and the 
simplification was discarded when the deflationary gap came into existence. This 
happened in the calculations of the national budget delegation for 1952 and 1953. 
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The relation between factor gap and commodity gap. Among the 
serious problems which complicate the analysis of an inflationary gap 
is the difficulty of clearly defining and determining the items on the 
supply side. The most obvious and simple assumption is that the total 
availability of goods and services is given, being determined by the 
supply of man-power, capital and imported goods. In gap calcula- 
tions assumptions are usually made of a certain general rise of pro- 
ductivity and employment in which the rate of increase is determined 
by reference to earlier more or less normal experiences. As on the 
demand side, however, the problem on the supply side in the last 
resort also hinges on the nature of the plans, in this case of entre- 
preneurs, workers and importers, to make services and output avail- 
able. The different plans to release the goods and services produced 
may come into conflict both with each other and with the plans 
made on the demand side. 

Businessmen may have plans, for example, for a considerable 
increase of production in an inflationary situation when profit 
expectations are high. Since business plans are made independently 
of one another, it is quite possible that the sum total of all of them 
for investment and production involves a greater demand for re- 
sources of man-power, raw materials, etc., than actually exist or are 
made available. There would then arise, what Bent Hansen has named 
a factor gap, a designation which he applies primarily to man-power, 
but which can of course also be applied to any other factor of pro- 
duction.? 

It is theoretically possible to visualize the plans of businessmen for 
sales and purchases of the whole range of services, raw materials and 
semi- and fully-manufactured articles down to the very last detail. 
The result of this process would be a gross statement of account in 
which the plans for sales and purchases are set against each other at 
every stage in the processes of production and distribution. The sum 
total of all the different items should indicate some kind of gross 
inflationary gap, but the significance of such a result would be 
extremely arbitrary and vague. An analysis of inflation above all 


* Bent Hansen, A Study in the Theory of Inflation (London, 1951). 





Instead of counting on the possible increase in total output and unchanged high 
utilization of resources, a start was instead made from the manufacturers’ pro- 
duction plans as influenced by the deterioration in market prospects. The results 
thereby reached have obviously no relevance to the problems of economic policy 
when the aim is full employment. A result was obtained for 1952 — a ‘demand 
deficit’ of 1000 million kronor — which can best be interpreted as an estimate 
that total demand would be inadequate for the production level planned by 
business men. 
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requires, apart from the formal presentation of the problem, the 
focusing of a spotlight on strategic points. According to the kind of 
situation, attention should be directed to the relation between supply 
(i.e. resources made available) and demand in the particular areas 
where the disparities seem to be of particular significance for the 
problems under consideration. During the war and the post-war 
period, therefore, it was frequently a matter of urgency to study care- 
fully the balance of supply and demand for important raw materials 
and fuel. 

In a simplified analysis one can leave on one side the disparities 
between supply and demand at each particular point and concen- 
trate attention on the relation between the supply of and demand for 
(a) man-power, the most important factor of production and (0d) 
the total output of finished goods for consumption and investment. 
It is often presumed without further examination that an inflationary 
gap which is derived from the A.S.D. account (“commodity-gap’) is 
more or less automatically correlated with disparities between supply 
and demand on the labour market (‘factor gap’). It is thus taken for 
granted that an excess demand for goods results in a corresponding 
excess demand for labour expressed in over-full employment. This is 
indeed true in general and was more or less characteristic of the 
situation from 1946 to 1951. But there are no simple and necessary 
connections between the two types of gap. If an inflationary gap 
which finds expression in a rise of prices and profits is taken as an 
example, the increased profits may result in an equilibrium between 
supply and demand in the A.S.D. account. The saving which follows 
as a result of increased business profits, together with private and 
public saving, would balance the increased investment expenditure. 
The question arises, however, whether this equilibrium in the A.S.D. 
account (with no commodity gap) will not create instead a dis- 
equilibrium, or factor gap, on the labour market. It may be assumed 
that in a profit inflation firms will strive to increase production over 
and above the level determined by the supply of man-power. The 
factor gap which thus arises, despite the equilibrium between saving 
and investment, may very well help to bring about a wage inflation, 
which will in turn bring with it a new inflationary gap. In this way we 
have returned to Wicksell’s statement of the problem in his analysis 
of a cumulative inflationary process." 


1 See Chapter vi, pp. 125-35. There is no doubt that Bent Hansen’s analysis 
of the factor gap directed attention to an important problem. The analysis of the 
factor gap should form a link in the analysis of inflation, a link which has yet for 
various, especially statistical, reasons been neglected in current gap calculations. 
In earlier discussions, however, the double problem of equilibrium was fully 
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As a rule, an inflationary gap which finds expression in rising 
orders and large back-logs of orders will lead to plans for increases in 
production. There generally is therefore a close relation between the 
commodity and the factor gap. If strict regulations are in force and a 
potential inflationary gap is prevented from making itself felt, it may 
be supposed that there will be a corresponding potential factor gap — 
possibly with actual unemployment — which can be calculated on the 
basis of an assumed relationship between increased production and 
the increased need for man-power. But this would involve a formal 
deduction without any theoretical or practical interest. 

It is important to consider also how inflationary and factor gaps 
affect the supply side. Consideration must be given to the problem of 
goods, etc., held off the market in expectation of higher prices and 
profits at a future date. Another aspect of the problem is the effect 
of the factor gap, and the accompanying over-full employment, upon 
the actual development of production. There have been discussions in 
the post-war period of the danger that excessive labour mobility may 
be detrimental to productivity and that sellers’ markets may reduce 
the incentive to maintain efficiency and quality both in production 
and sales. It may similarly be asked whether an inflationary gap of 


* In pure theory at rarefied Alpine heights one can ‘solve’ the difficulty by, for 
example, presupposing a marginal cost curve for the community as a whole, 
deducing from this the demand for man-power and other productive resources at 
different relative prices. This is Bent Hansen’s method (op. cit., esp. chap. m1). 
But, as far as I can see, the method gives no guidance at all for practical statistical 
calculations. 

Attempts have been made to estimate the man-power shortage by means of 
questionnaires to firms in different branches of the economy during the over-full 
employment of the years of inflation. The firms were asked how many more 
workers were needed to reach ‘normal working strength’ and full utilization of 
capacity. The results— which according to investigations in 1948 were that in- 
dustrial enterprises would altogether have liked to employ 5-10 per cent more 
workers — can only be considered to have symptomatic significance. In an in- 
vestigation carried out at the Konjunkturinstitut, Svensk arbetsmarknad vid full 
sysselsittning (Stockholm, 1954), Rudolf Meidner analysed the significance of 
the concept “‘man-power shortage’. 





appreciated; equilibrium between the supply of and demand for finished goods for 
consumption and investment and equilibrium between the supply of and demand 
for the factors of production, especially man-power. As has been shown in 
Chapter vu, a price development which brought about equilibrium in one respect 
might create lack of equilibrium in the other. The classical conclusion was that 
only a price level which varied inversely with productivity could be thought to 
bring about equilibrium in both respects. With the introduction of active fiscal 
policies there are possibilities — as Bent Hansen has worked out in some detail, 
though on a very abstract plane — of reaching other solutions. 
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varying intensity in different spheres of the economy might not 
influence the direction of production in such a way as to conflict with 
the interests of consumers. These are problems of considerable 
importance, but the purely theoretical deductions are of minor 
significance so long as the possibilities of statistical measurement 
remain so very limited. 


CAUSES OF ERRORS IN FORECASTING 


The difficulty of verifying an inflationary gap calculation. Not the least 
troublesome aspect of inflationary gap calculations — often perhaps to 
the good fortune of the calculators — is that their accuracy cannot 
subsequently be tested except in a vague, qualitative way. Balance in 
the sense defined at the outset must, of course, always exist in retro- 
spect and no gap can appear in the final A.S.D. account. Nevertheless 
it is possible to apply certain tests to the various assumptions on 
which the gap calculation was based and above all to the forecast to 
which it has or should have led. 

The progress from an inflationary gap calculation to the assess- 
ment of actual tendencies or to actual forecasting is not very clearly 
marked out in the surveys by the Konjunkturinstitut and of the 
national budget delegation. So much aware have the calculators been 
of the uncertainties involved in calculations of this kind that they 
have generally presented the findings of their gap calculations in the 
form of a number of alternatives. For the years 1947 and 1948 
various levels of ‘excess demand’ were put forward as possible alter- 
natives; for other years both inflationary and deflationary gaps have 
been given. These possibilities are put forward in order to indicate the 
conceivable alternative future developments. 

It is important to observe that the Konjunkturinstitut has generally 
assumed as a given factor the government’s economic policy as it 
existed at the time of the calculation. The intention of the calculation 
is to throw light upon the probable trends on the assumption that 
government policy remains unchanged. If the government (possibly 
alarmed by the findings of the inflationary gap calculation) subse- 
quently introduces more restrictive measures, €.g. raises taxes or 
imposes new regulations, developments may quite naturally be ex- 
pected to follow different lines from those indicated in the calcula- 
tion. The accuracy of the calculation can in such a case be verified 
only to a very limited extent. The calculation made in the autumn of 
1947 for the year 1948 provides a good example: indirect taxes were 
increased in 1948 in order to moderate the inflationary pressure, so 
changing the premises on which the original calculations had been 
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based.’ In its inflationary gap calculations for 1947, on the other 
hand, the Institute had met with the reverse calamity; the Institute 
took it for granted that an economic policy would be pursued which 
would result inter alia in preserving Sweden’s reserves of foreign 
exchange. In fact, the new import regulations did not become 
effective until towards the end of the year, with the result that the 
inflationary gap made itself manifest in the fact that a large part of 
Sweden’s exchange reserves were used up. 

Setting aside the possibility of changes in government policy, the 
forecast is arrived at as follows. The inflationary gap expresses the 
changes in the disparity between the supply of and demand for 
goods and services which are expected to come about between the 
base year and the next year. Processes of adjustment likely to elimin- 
ate this disparity, or leading to the creation of fresh disparities, may 
be evoked at various points. Excess demand may thus lead to a larger 
price rise than had been expected. Imports may rise above and 
exports fall below the level assumed in the calculation. Investments 
in buildings and machinery may be less than planned in consequence 
of unforeseen shortages of raw materials or man-power brought 
about by the inflationary pressure. Stocks may be varied more or less 
than had been expected in order to allow firms to carry out their 
plans. The rise in prices and shortages of goods in especial demand 
may influence the savings of households in unexpected ways. Lastly, 
total production may for the reasons mentioned be less than was 
assumed in the calculation. 

In a number of ways, therefore, the very existence of inflationary 
pressure may lead to developments which cause the assumptions 
used to appear erroneous. This is a necessary consequence of the 
method but in it lies a principal cause of the difficulty of verification. 

In some respects, however, it is possible to test fairly closely the 
statistical assumptions used in the inflationary gap calculation. It is 
of particular interest to do so by turning directly to the national 
budget made up on the basis of the inflationary gap calculation. 
While this involves an actual programme for economic policy, it may 
at the same time be regarded as a forecast of economic development 
accepted by the government.* The transference of a gap calculation 


* This cannot conceal the fact, however, that the calculation grossly mis-esti- 
mated the trend of production in particular. See Table XVIII on p. 188. 

2 P. E. Skéld, the Swedish Finance Minister, 1949-55, made the following 
comunent in a recent debate on the government’s financial budget: ‘When people 
try to assert that the national budget is always wrong, one should treat such 
statements cautiously . . . I should like to point out that the national budget, with 
all its shortcomings, does always forecast at any rate the trends; it is, after all, a 
great help to us in making decisions that we have a means of indicating the prob- 
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into a national budget has generally occurred as follows: the National 
Budget Delegation has started from a gap calculation (sometimes one 
of the alternatives put forward by the Konjunkturinstitut) and then — 
assuming the economic policy which is actually being pursued or 
which it is presumed will be pursued — has made a forecast of the 
probable trends of development along one of the lines suggested 
above. This forecast is then blessed with the name of the national 
budget and such indeed it is in the sense that the developments in- 
dicated have been accepted by the government and Riksdag.? The 
national budget has, however, never been taken seriously as setting 
actual targets for economic policy. 

If we compare the ‘prognosis and programme’ submitted in the 
national budgets with the actual results shown in the corresponding 
A.S.D. account two years or so later, certain criteria may be found for 
an appraisal of the statistical reliability of this type of analysis. In his 
book referred to in the footnote, Ingvar Ohlsson has made a detailed 
examination of this kind. The following section discusses the chief 
findings of this work. 


Estimation and valuation of the increase in the national product. The 
following table? compares the changes in various items forecast in the 
national budget for the years 1947-52 with the actual outcome shown 
in the final A.S.D. account. 

The table shows that the discrepancies between forecast and actual 
changes in the gross national product have been great during the 
entire period. In forecasts of the inflationary gap, a number of alter- 
native values of the gross national product were used, above and 
below those given in the table, but the inaccuracies in the estimates 
of the trends of production were still large. It is very obvious that the 
possibilities of increasing production in the first years after the war 
were underestimated. There was at that time no recent empirical 
material on which to build and evidence had to be sought in the 
inter-war period when the rate of increase of the real national income 
per employed person was 2-25 per cent per year. The relatively low 
volume of foreign trade, the existence of disturbing factors on the 
Jabour market and the lack of fuel and various other raw materials 


1 For more detailed discussion of what the Swedish national budget is, see 
Ingvar Ohlsson, On National Accounting (Stockholm, 1953), Chapter vu. 
* Ibid., p. 290. 








able tendencies . . . I should therefore like to emphasize that it is not fair to reject 
the national budget out of hand in this way as an instrument of economic policy’ 
(Quoted from Andra kammarens protokoll, Nr. 2, January 1952, pp. 28-9). 
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were expected to cause productivity to increase more slowly during 
the first post-war years than during the inter-war period. In estimates 
of the probable development of production during the years 1947 to 
1949, great importance was attached in particular to the effects of the 
stringent import regulations which were introduced in 1947. 

It is clear now that the effects on production of the decrease of 
imports and the difficulties with the supply of various goods and 
man-power were overestimated. The forecasters paid too much atten- 
tion on various occasions to the many complaints which were heard 
about the extent of disorganization in a situation of over-full 
employment and to the anxiety concerning imports which was voiced 
by industrialists and merchants and which, incidentally, was also 
shared by the official supply commissions. In fact, the reductions in 
imports did not harm home production very greatly since they 
primarily affected the supply of finished goods. The obstacles to 
production created by these circumstances were manifestly com- 
pensated for by the advantages derived from a pronounced sellers’ 
market. The inflationary pressure enabled producers to direct pro- 
duction along the lines they wanted (e.g. by producing a long series 
of uniform products) in a way which could show far greater disregard 
of the actual demands of consumers than would have been possible 
in a buyers’ market. A very important aspect of the situation was 
that anything and everything could be sold. The effect this had upon 
the increase of the real national income needs to be examined more 
closely. 

There is a great risk that the actual increase in production will be 
overestimated in an economy in which strong inflationary pressures 
are present. The fact that entrepreneurs are able to determine the 
composition of production and trade to the disregard of consumer 
demands to a much greater extent than usual involves an indetermin- 
able ‘overvaluation’ of the goods which are sold and a corresponding 
concealed price rise which does not appear in any statistics. It is 
impossible to gauge the extent of this phenomenon, but it is quite 
likely that a considerable part of the apparent rise in productivity 
during the first post-war years (an increase in the real national 
income per head of 4-5 per cent per year during the years 1947-50) 
was to some extent the result of such a concealed price rise. One is 
faced with an indeterminable bias in the valuation of the increase in 
production because of the abnormal price relations which arise 
under the combined effects of inflationary pressure and price con- 
trols. In these abnormal circumstances, prices do not express the 
valuation by consumers and entrepreneurs of the ‘marginal utility’ 
of the goods, or at least do so to a much smaller extent than in con- 
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ditions of economic equilibrium under the dominance of a buyers’ 
market. The relative prices of wood, coal, oil and electricity, for 
example, did not provide an even approximately correct expression 
during these years of the possibilities of substitution between these 
sources of energy. The situation was similar in many other fields. 
Abnormal price relations of this kind must mean that measurements 
of the effects of shifts in production and trade are more uncertain 
than they are when there is no inflation. The transfer of activity from 
less to more profitable fields in production and trade, induced on a 
considerable scale by the unevenness of profits, may be expected to 
have given rise to considerable transfer profits during the years in 
question. These transfer profits do not necessarily involve any ‘real’ 
increase in productivity. As has been shown — e.g. by Kuznets for 
the U.S.A. — transfer profits normally form a not unimportant part 
of the annual rise in productivity — especially in connection with the 
price differentials between agriculture and industry. There is every 
reason to expect that the frequency of distortions in the price struc- 
ture in an inflationary economy in which competition is greatly 
reduced tends to increase the proportion of such transfer profits. 
In so far as the distortions in price relations which arise during in- 
flationary conditions —with or without price control—are not 
expressions of changes in the valuations of consumers, any calcula- 
tion of the increase of the real national income will contain significant 
elements of such transfer profits which cannot be taken to represent 
improvements in productivity. 

The importance of exceptional price relations in determining 
the size of the increase in production is clearly illustrated by the 
particularly large increase in production between 1949 and 1950, 
and by the surprisingly small increase between 1950 and 1951. 
During the entire post-war period until 1952, and especially during 
the period immediately after devaluation in the autumn of 1949, 
the prices of goods entering international trade were on the average 
significantly higher than the prices of goods confined to the home 
market (see Fig. 10, Chapter m1). This meant that the very large 
expansion of exports and imports in 1950 came to be valued 
at relatively high prices, and considerable transfer profits arose 
as a result of this reorientation of production. The following 
arithmetical example will give some indication of the possible order 
of magnitude of this transfer profit: the volume of foreign trade was 
almost 25 per cent higher in 1950 than in 1949; if the level of prices of 
goods entering foreign trade is presumed to have been on the average 

* See e.g. Simon Kuznets, Long-term Changes in the National Income of the 
United States since 1870 (Income and Wealth, Series II, Cambridge, 1952) 
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20 per cent above the level of internal prices, the mere increase in the 
relative importance of foreign trade would have resulted, without any 
reference to the possibility of increased productivity resulting from 
the greater international division of labour, in an increase in the 
real national income of about 250 million kronor. This sum would 
explain part of the abnormally large increase in productivity 
between 1949 and 1950. It is not easy to determine whether, 
or to what extent, such transfer profits give a reasonable expres- 
sion of real improvements in production. There are no criteria 
for judging what is to be regarded as a correct valuation. The price 
relations between home and foreign markets were evidently very 
abnormal during these years, partly as a result of the maladjustments 
of exchange rates. The problem is also complicated by the fact that 
the extra addition to the natioaal income went partly to capital 
formation in the form of an increase in the reserves of foreign ex- 
change, ultimately to be used for purchases from abroad at prices 
unknown at the time. 

Another problem of valuation — a very real one at the time of the 
dramatic fall in the rate of increase of production in 1951 — arises 
from the fluctuations in stock investment. While some decrease in 
stocks had occurred in 1950 a considerable increase came about in 
1951. Since stock liquidation is valued at the selling prices (including 
a sum representing value added in wholesale and retail trade) while 
an increase of stocks is valued at the purchase price (excluding these 
values), such a reversal in stock investments from minus to plus will 
have important effects on the final figure for the increase of the 
national income.’ 

It should be observed that incorrect estimates and incorrect 
valuations of the increase in production in a coming year involve 
serious difficulties in the drawing up of a national budget. This task 
requires an estimate to be made of the allowable additions to expen- 
diture for the different purposes of investment and consumption with 
reference to the available ‘space’ revealed by the estimated increase 
in the gross national income. An incorrect estimate in this respect 
is generally less important in inflationary gap calculations. An under- 
estimate on the supply side would also result in an underestimate on 
the demand side. But the question arises here of the extent to which 
the propensity to save is influenced by the extent of the increase in 
production (see below). 


1 This factor may be estimated to have reduced the figure given for the value of 
production by about 150 million kronor in 1951, when the recorded increase in 
stocks was about 950 million kronor. 
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Effects of variations in the terms of trade. Variations in the terms of 
trade (see Fig. 8, Chapter m1) may result in the course of a business 
cycle in considerable changes in the total supply of goods and services. 
A change of 10 per cent in the relation between export and import 
prices from one year to the next — a size of variation which has not 
been unusual during the post-war period — involves a change in the 
potential supply of imported goods as large as the ‘normal’ pre-war 
annual increase in the gross national product. 

The large disturbances to import and export prices during the 
post-war period were difficult to foresee. Since export goods are 
generally sold on long contracts and relatively long delivery periods 
have been involved with imports, the average of the prices actually 
received and paid (the values per unit shown in the trade statistics) 
moves much more slowly than the price quotations recorded in the 
export and import price indexes of the Swedish Board of Trade and 
Shipping (see Fig. 10, Chapter m, p. 71). This rigidity in the terms 
of trade (as entering the A.S.D. account) is a good thing where the 
disturbances are small. But where the variations in the export and 
import prices are large, a forecast may easily go wrong; in the 
national budget for 1951 it was estimated that the improvement in 
the terms of trade would bring in additional supplies to the value of 
100 million kronor, whereas the actual addition turned out to be 
1700 million kronor. 

Important problems arise when one attempts to allow in the 
inflationary gap calculation for the effects of changes in the terms of 
trade. An increase in export prices relative to import prices will, at 
a given volume of exports, involve both an increase to the potential 
supply of goods and a redistribution of incomes. In order to identify 
the effects of an improvement of the terms of trade, let us start from 
a position of general equilibrium between total demand for and 
supply of goods and services. If the higher profits in export industries 
do not lead during the initial period to increased expenditure, the 
calculation will show as the result a ‘deflationary gap’ of a size 
corresponding to the increase in the supply of goods and services. It 
will not necessarily be a deflationary gap which releases deflationary 
tendencies. The simplest picture of the subsequent development is 
that savings increase by the same amount as export profits have risen 
causing an increase in the country’s reserves of foreign exchange (as 
was the partial result of the improvement of the terms of trade in 
1951). The higher export profits (together perhaps with increased 

* Imports correspond to about 20 per cent of the gross national product. An 


improvement of 10 per cent in the terms of trade thus amounts to a 2 per cent 
increase in G.N.P. : 
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liquidity) would then gradually lead to the development of plans for 
increasing expenditure and result in an increase of wages, i.e. to an 
inflationary pressure.’ If the terms of trade moved unfavourably 
(through an increase in import prices) one would similarly expect a 
‘primary inflationary gap’ in the first instance. The total supply of 
goods would be reduced (through decreased imports or increased 
exports) while total demand remained unchanged. In analogy with 
the first example, one would expect reduced savings (through lower 
business profits) to result ex post in a reduction of the foreign ex- 
change reserves; but, also in analogy with that example, a fall in 
profits caused by higher import and lower export prices could have 
the effect of reducing demand within the country and thus of creating 
a deflationary tendency. In a regulated inflationary economy, how- 
ever, it is not unreasonable to assume in this case that the main effect 
would be a reduction in the supply of import goods (and an increase 
in the demand for exports) at least at a time when the reserves of 
foreign exchange are inadequate, while on the demand side, the 
reaction mentioned is more than offset by a tendency towards higher 
expenditure by firms producing for the home market which now have 
greater protection against competitive imports. 

These theoretical examples demonstrate the difficulties involved in 
making use of an inflationary gap calculation when the effects of a 
given change in the terms of trade on the distribution of incomes may 
be quite considerable. In these circumstances a gap calculation 
cannot, as has been pointed out above, provide an adequate basis for 
assessing the economic situation nor can a national budget resting on 
it form a reliable basis for discussions of economic policy.’ 


The volume of foreign trade and the preparation of import plans. In 
every year since 1948 an attempt has been made to discover the plans 
of the leading exporters by means of questionnaire inquiries. These 
inquiries were generally conducted through the various exporting 
associations by the Trade Commission with the intention of using 
the information gained in the negotiation of trade agreements and in 
planning imports. Naturally the earlier the export forecasts have 


1 One could imagine, theoretically, that the primary deflationary gap gave rise 
to a deflationary tendency via the fall in the foreign exchange rates which would 
follow from an increased supply of foreign exchange. Or the path might also lead 
to an increase in the availability of import goods made possible by the improve- 
ment in the balance of payments position. 

2 As was shown in Chapter m1, it is also true that in a large parallel rise of 
import and export prices involving no change whatsoever in the community’s 
productivity, substantial dislocations arise in the distribution of income. In this 
case, too, the problems of price and income formation come into the foreground. 
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been made, the more uncertain they have been. Forecasts made 
during the autumn of exports for the following year are, of course, 
considerably less reliable than those made in the spring of the year in 
question, when contracts have already been signed for the export of 
large quantities of goods. Until the beginning of 1951, however, the 
forecasts were greatly facilitated by the fact that the majority 
of Sweden’s exports were fairly generally to sellers’ markets; i.e. 
it was less a question of judging the market opportunities in 
foreign countries than of estimating Sweden’s own export capacity. 
Nevertheless, as Table XVIII shows, there were substantial errors 
in the forecasts, generally on the side of underestimation. 

The hazards in forecasting exports are, of course, far greater when 
foreign demand has to be regarded as an unknown factor. Develop- 
ments during 1942-54 give some premonition of what will happen 
to export forecasts in more normal economic conditions. 

On the basis of the income expected from the estimated exports, 
shipping services and other receipts on the income side of the balance 
of payments, an import plan has been prepared yearly since 1948. 
This plan has provided a framework for the granting of import 
licences, great significance being attached to the calculated receipts 
of the different foreign currencies in planning imports from the 
different areas. The so-called dollar and hard currency plans have 
been the most important throughout the whole period and have had 
the most far-reaching consequences for the Swedish economy. In the 
present context, however, we are only concerned with the global 
calculations and plans. 

During the years of strict import regulation, 1947-49, the volume 
of imports became, through licences and quotas, very largely a 
planned quantity. An attempt was made to keep imports within the 
limits laid down in order to prevent a further drop in the reserves 
of foreign exchange which were all too low after the 1947 crisis. An 
element of uncertainty entered into the import figures used in the 
national budget, however, since it was never known how delivery 
times would vary, how licences granted would be used, etc. As foreign 
trade began to be liberalized from the end of 1949, the figures for 
the volume of imports came to be more and more of the nature of 
forecasts. Attempts were made to estimate the volume of imports for 
later years by calculating the needs for foreign raw materials and fuel 
involved in the anticipated increase in production; some guidance 
could also be obtained from the trade agreements already con- 
cluded. Imports became dependent to a greater degree than in the 
years immediately preceding, however, on internal demand for 
purposes of stockpiling and consumption. But even since 1949, in 
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view of the fact that no sound basis could be found for an indepen- 
dent forecast of imports, their volume has been mainly assessed 
according to the calculated yield of exports. The results have not 
been particularly reliable. 

When imports are relatively unrestricted, general economic 
disequilibrium tends to show itself very largely through ‘unplanned’ 
changes in imports. The most illuminating example of this occurred 
in the years 1946-47, In the inflationary gap calculation made in the 
autumn of 1946, a decrease of 300 miilion kronor in imports was 
stipulated as the necessary pre-condition for achieving external 
equilibrium with unchanged exports. In the analysis of the processes 
of adjustment necessary to deal with the calculated inflationary gap, 
the possibility was mentioned that, should import prospects turn 
out to be favourable, an import surplus might arise of something like 
2000 million kronor (the actual figure was 1985 million kronor). 
The surprisingly high imports in 1950 and 1951 again were partly 
the result of the rapid and unexpected changes which occurred in 
investments in stocks and in consumption. 


Investment budgets and investment forecasts. The relative stability and 
predictability of total Swedish investment activity has been to some 
extent a new economic experience of the post-war period. Relatively 
large and surprising fluctuations have occurred instead in the savings 
and consumption of private individuals. Throughout the period 
1945-52, existing investment demands exerted a strong pressure on 
the available resources of building materials and man-power. 
Building regulations restricted the actual amount of building to a 
level below that aimed at by the industry. Nevertheless, considerable 
changes did occur between 1947 and 1952 in the pressure of invest- 
ment needs on the regulations and on available resources (see 
Chapter m1, pp. 66ff), despite the fact that no significant drop appeared 
in the actual volume of total investments. But, as with exports, a 
sellers’ market caused the actual volume of production to depend on 
physical capacity and on the building regulations — and this made 
forecasting relatively easy. 

Investment policy aimed inter alia at depressing private investment 
activity (especially in house-building and in industry) from the high 
level of 1947. From 1948 onwards the government drew up annual 
investment plans for that part of investment activity covered by 
building regulations. These plans have been used as the basis for the 


1 See Meddelanden frdn konjunkturinstitutet, Serie A:14, p. 30. Unfortunately 
all too little attention was paid in the text to this alternative because the Institute 
assumed that the measures taken by the government would be more effective. 
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granting of building permits. Unlike the experiences with import 
planning, the discrepancies between the planned volume of build- 
ing for a particular year and that shown by the existing statistics to 
have been carried out, have been quite small. 

There has been no control in Sweden of private investments in 
machinery, stocks, etc.; the only restriction has been on imports of 
machinery from the dollar area. In the forecasts of this investment 
activity in industry, a great deal of reliance had to be placed on the 
information obtained (through surveys carried out in Sweden ever 
since 1937) from industrialists of their investment plans. The value 
of the surveys of investment plans for purposes of forecasting has not 
had a proper test during the post-war years of inflation. In the 
national budget forecasts in the years up to 1951, there seems to have 
been a tendency for investment expenditure to be underestimated. It 
was assumed that the strict regulation of building would have a 
more repressive influence, even on purchases of machinery, than in 
fact it had. As was shown in Chapter 1, there was more room after 
1951 for the play of market prices. Since that date the attempts to 
forecast investment activity in the industrial sector by the use of the 
surveys of investment plans for a coming year have not been very 
successful. The most conspicuous error occurred in the forecast for 
the year 1954; according to the surveys made in the autumn of 1953 
the volume of investments in building and machinery would decline 
by about 15 per cent, but the ex post figure for 1954 shows an 
increase of about 15 per cent. There was in fact a very rapid change in 
the outlook of business from pessimism to optimism at the beginning 
of 1954. One of the main reasons why the national budget and the 
government forecast for 1954 went so far wrong (see Table XVIII) 
was this underestimation of private investment. 

The variations in investment in stocks have been particularly 
difficult to foresee and have been a constant source of trouble both 
in the analysis of the inflationary gap and in the preparation of the 
national budget. As was noted earlier, the Swedish statistics of 
stock-holdings are extremely unsatisfactory, with the result that it is 
impossible to discover ex post with any degree of certainty how large 
these investments have been during any given year. The unreliability 
of these statistics is a serious drawback for economic analysis. 


* Practically no information on the stock position existed before the war. In 
1946, the Emergency Commissions had certain stock data and from 1947 onwards 
these have been supplemented by inventories of stocks in the most important 
branches of wholesale and retail trade. Information is lacking, however, over 
large areas, while the bases for valuation of known stocks are very far from uni- 
form. 
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Variations from year to year in that part of the demand which 
refers to changes in stocks in the different stages of production and | 
distribution may at times exceed in total the annual increase in the 
gross national product.’ It is impossible to distinguish between 
changes in stocks actually planned by businessmen (intentional) 
and unplanned changes (unintentional) caused by the fact that pro- 
duction, sales or deliveries were greater or less than was expected 
and planned. No data of any sort is available for the inflationary gap 
calculation and for the preparation of the national budget which 
would make it possible to estimate the planned changes in stocks. All 
that can be done is to make reasonable assumptions, e.g. that an 
expected increase in production and turnover presupposes a simul- 
taneous and more or less proportionate increase in the stocks at 
different stages. When the definitive A.S.D. account records a totally 
different stock development from that assumed, it is impossible to 
judge to what extent this outcome has been planned and intended by 
businessmen and has in this sense constituted an active change in 
supply and demand respectively. 

It is, of course, always possible to reach a more or less plausible 
ex post interpretation of the final figures. The national budget for 
1950, for example, reckoned on an increase in stocks of 200 million 
kronor whereas the stock statistics showed afterwards an actual 
decrease in the course of the year of 150 million kronor. It may be 
claimed (especially in view of the rise in prices which occurred during 
the year) that the decrease of stocks was not intended, even that the 
planned stock increase was probably much larger than the figure 
assumed in the calculation. The active attempts of businessmen to 
increase their stocks on a considerable scale created a large backlog 
of orders and this helped to force prices up during the second half of 
1950. When, as in 1951, the actual increase in stocks turned out to be 
unexpectedly large, this can very well be interpreted as largely unin- 
tentional and unplanned, in view of the expectations and plans made 
by businessmen and entrepreneurs during the year; on the other 
hand, the increase might also be regarded as a natural result of the 
intentional plans for increasing stocks which existed in the autumn of 
1950 when prices were expected to rise and supplies to be short. 

The important point is that the conclusions which are to be drawn 
from an inflationary gap calculation, e.g. regarding the risk of a rise 


1 The recorded change in demand for stock investment from 1950, during 
which year a decrease of 150 million kronor in the stocks was said to have taken 
place, to 1951 with a stock increase of 950 million kronor, was 1100 million 
kronor. This figure probably underestimates the actual change. The gross national 
product remained constant during these years. 
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in the price level or in imports are to a large degree dependent upon 
the extent to which — and the length of time during which — changes 
in stock-holding at different stages of production and distribution will 
occur. It is therefore evident that many of the unsolved and insoluble 
theoretical problems in the analysis of the inflationary gap converge 
in the item of stock investments. Not the least troublesome point is 
the fact that the timing of reactions in stock-holdings varies greatly. 
On a number of occasions rapid changes have occurred and it has 
been clear that the year is much too long a period over which to 
record stock changes. 


Variations in private consumption and saving. Private consumption is 
generally treated as a residual item in the calculations. In the pre- 
paration of the national budget an amount disposable for consump- 
tion is left after the calculated expenditure for investments, exports 
and public purposes have been deducted from the total supply. Since 
there have usually been considerable errors in forecasting these items 
and since there can be no question of the errors being eliminated 
through the law of large numbers, it is not surprising that the esti- 
mates of changes in private consumption have been inaccurate, as 
was seen in Table XVIII. 

The inflationary gap calculations have been presented in such a 
way that they primarily illustrate the disparity between the consump- 
tion plans of private individuals and the estimated supply of con- 
sumer goods and services. In the estimates of the change in demand 
the method is to deduct taxes, the effect of price changes, and savings 
from the expected increase in private incomes. Much has been said 
already about the difficulty of estimating the size of changes in 
income and prices during a coming year. The national budget 
estimates have tended throughout to underestimate the increase in 
incomes. 

It is particularly interesting to draw attention at this point to Table 
XIV on p. 69 where large fluctuations are seen in the net savings of 
consumers. Although the results of these calculations are very 
uncertain they show indisputably that the figures vary greatly. 
These great variations in private savings have had significant effects 
on the inflationary tendencies. The large increase in individual sav- 
ings in 1948 compared with 1947 seems to have involved a decrease in 
consumer demand of the order of 7 per cent, while the decrease in 
savings in 1950 must have given rise to consumer demand 1.5 per 
cent larger than would otherwise have occurred. 

The attempts to estimate ex ante the changes in private savings in 
inflationary gap calculations and in the national budget have been 
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extremely tentative. There have been no foundations at all on which 
to base such estimates. In the national budget the savings of private 
persons have sometimes simply been omitted as an independent 
item; sometimes they have been assessed as a certain percentage of 
the increase in income after taxes (thus marginal savings of 15 per 
cent were assumed for 1950); for other years it has been assumed that 
savings would remain the same as in the preceding year (as for 1951). 
There is no need to attempt to compare these random hypotheses 
regarding changes in the propensity to save with the savings actually 
recorded. It is sufficient to establish that there is a high degree of 
variability which is extremely difficult to predict. The propensity to 
save is not, of course, an exogenous factor but one which is greatly 
influenced by the existence of inflationary or deflationary pressures. 
On many occasions, changes in general conditions have occurred in 
the course of a year which have substantially affected the propensity 
to save. Thus household savings seem to have been significantly 
higher during the second half of 1948 than in the first half, owing to 
the improved conditions for production and the alleviation of the 
inflationary pressure. Even more striking was the change in 1950 
following the violent price rise after the outbreak of the Korean War, 
when consumption expenditure increased rapidly and savings de- 
clined correspondingly. 


CONCLUSIONS 


The treatment of the savings item provides an interesting illustration 
of obscurities of purpose in the presentation of a national budget. 
The National Budget Delegation tends to manipulate such an indeter- 
minable item as savings in such a way as to give the national budget a 
cautious appearance. Thus the budget for 1951 ‘cautiously’ reckoned 
on the same low level of savings as had occurred in 1950. In 1949 and 
1950, also, the most plausible estimates of savings and taxes were not 
introduced; lower figures were used instead in order to be on the 
‘safe’ side. The need for ‘caution’ on these occasions probably 
sprang from a feeling of uneasiness at the prospect of otherwise pro- 
ducing a result which would indicate a deflationary gap.’ Politically 
influential quarters had already determined that the anti-inflationary 
policy should continue, and it would have been most embarrassing 


1See Ingvar Ohlsson’s retrospective calculations for 1949, which show a 
deflationary gap to be expected of 600 million kronor; the National Budget 
Delegation in their earlier calculation for the same year had concluded that the 
increase in supply and demand would balance (Meddelanden frén konjunkturin- 
stitutet, Serie A:17, p. 47). 
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for them to have been confronted with a forecast of a deflationary 
gap.— even if it had been merely a question of .a decrease in the 
inflationary pressure. 

The introduction of this ‘motive of caution’ illustrates a character- 
istic attitude of mind towards the preparation of national budgets in 
Sweden. To put the matter crudely, it would seem that people in the 
government offices appear to be so much aware of the uncertainty of 
the methods and the lack of reliability of the final figures that they 
took the view that, within the wide margins of uncertainty, they 
occasionally had the right to manipulate the data in such a way as to 
give support to the economic policy which for other reasons was to 
be pursued. Some further points, however, must still be added. 

If the above verdict is correct, why has so much work been devoted 
to the preparation of national budgets? One possible explanation of 
this is simply that national budgets were in fashion, the lead having 
been taken by Norway, and then became, under the pressure of 
criticisms of the political opposition, a matter of prestige. The value 
of a national budget has from the beginning been regarded with some 
scepticism in Sweden, even by the people most immediately res- 
ponsible. Nevertheless, great importance is attached to the view that 
the preparation of a national budget has considerable educative 
value. Members of the Riksdag, as well as the general public, are 
presented with a simple and understandable picture of the general 
economic relationships which are considered fundamental and are 
given some idea of the relative importance of the different factors. 

The annual work on the national budget in Sweden has aimed 
mainly at bringing together information about existing and antici- 
pated claims on productive resources; there has been little or no 
investigation into the priorities of different expenditures. A general 
examination of priorities of this sort was, however, a central feature 
of the five-year plans which were submitted in 1947 and 1951. 
Nevertheless certain parts of the national budget, especially the 
investment budget and the import plans, have been put to such use 
in connection with the policy of regulation, as in the drafting of the 
licensing policy. It has certainly been valuable that the plans for 
investments and imports could, through the information given in the 
national budget, be drawn up against a general background. Even 
so, the intricate and unsolved problems indicated above concerning 
the valuation of output according to alternative allocations of re- 
sources to different uses create great difficulties for any systematic 
compilation of a regulative policy on the basis of the national budget. 
Problems of this sort will be considered in greater detail in Chapters 
xI and Xi. 
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The final conclusion must be one of strong scepticism towards 
the possibility, through the preparation of a national budget, either 
of explaining economic disequilibrium by means of inflationary 
gap analysis or of gaining a clear indication of the line of policy to be 
pursued in order to achieve equilibrium. This scepticism applies 
not only to the results hitherto achieved but also to the possibility of 
making decisive improvements in method in the future. The 
theoretical problems in the concepts and methods involved are in 
part at least insoluble. I have drawn attention also to the inadequacy 
of some of the statistical data available and to the strong and largely 
unpredictable variability in the inter-relationships between the 
many elements. The results so far achieved in these calculations have 
been so uncertain on crucial points that one has had to be thankful 
if these methods have at least indicated the correct direction of the 
trends of development. 

One conclusion from the foregoing discussion is that an inflationary 
gap calculation is likely to be more valuable in the analysis and 
planning of a rigidly controlled economy than of an economy which 
is in the main free. During the period 1948-50, when a policy of wage 
stabilization was being pursued, it was argued that physical controls 
and regulations were a necessary precondition for the attainment of 
general economic equilibrium. But the question was one of equili- 
brium in a more limited sense than usual. In an economic situation 
where equilibrium is conditioned by the regulation of investments, 
imports and prices, no consideration is taken of the increase in invest- 
ments, imports and incomes which would have been likely to occur 
if the controls had been removed. When the inflationary gap calcu- 
lations were used to some extent as the starting-point for a discussion 
of fiscal policy, as in the Finance Bills of 1951 and 1952, the treatment 
was unsatisfactory. It is not easy to start from a demonstrated lack of 
economic equilibrium and from this to deduce the goals to be aimed 
at in budgetary policy. My conclusion on this point — which will be 
discussed more closely in the next chapter — is that the possibilities 
of precision in estimating the effects of fiscal policy are so very slight 
that there is scarcely any decisive difference in this respect between 
fiscal and monetary policy. 

It should certainly not be inferred from these concluding remarks 
that I consider inflationary gap analysis and the preparation of a 
national budget to be of no value at ail in considerations of economic 
policy. The discussion in this chapter and in the following appendix 
of the statistical and theoretical suppositions involved in these tech- 
niques does no more than show how and why the results must 
generally be uncertain and difficult to interpret. A highly sceptical 
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attitude to the possibility of reaching, through these methods, a more 
precise orientation of economic policy does not mean that the methods 
of analysis concerned cannot be useful provided that the limited 
validity of the conclusions is borne in mind and that the results 
are tested and supplemented by other forms of investigation. 


APPENDIX 


SOME THEORETICAL PROBLEMS IN 
INFLATIONARY GAP ANALYSIS 


A simple model. The tables given on p. 174 can be summarized in simplified 
form by means of the following equations. The items are represented thus: 


Gross national income N 

Exports X 

Imports Y 

Investment activity (gross, private and public) I 
Private consumption C 

Public consumption expenditure G 

Incomes of private persons E 

Taxes on personal incomes T, ! 
Undistributed profits (before taxation) Q 
Taxes on total profits T, 

Savings quota for private income receivers s 


The A.S.D. account: 
Supply Demand (1) 
N+Y = C+I+G+xX 


The private incomes account: 


N =E+Q (2) 
(i—s) E-T,) =C (3) 


The Savings-Investment account: 
s(E—T,) +(Q—T.) +(T, +T, —G) — I+(X-—Y) (4) 


It is obvious from this sytem of equations that the savings-investment 
account shown in Equation 4 can be obtained by inserting into Equation 1 
the formulae for N and C derived respectively from Equations 2 and 3. 
The establishment of this fact is both elementary and fundamental: the 
problems of general economic equilibrium can be studied with a starting- 
point either in the relationship between savings and investments or in the 
balance between the supply of and demand for consumer goods. According 


” Taxes are here reckoned net after deductions of payments of income transfers. 
It is unnecessary in this context to introduce further notations merely to indicate 
formally that such things have been considered. 
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to these definitions, the result will be the same in either case. It is a question 
of identical transactions regarded from the supply (sellers’) and demand 
(buyers’) side respectively. These identities therefore cannot in themselves 
give any information about causes and relationships. 

A primitive type of analysis starting out from such a system of identities 
simply consists in designating certain variables as causes and others as 
effects. This type of ‘cause analysis’ is common in political debate. A 
methodical analysis requires the introduction of precise relationships — 
determined or undetermined as to time — which involve certain equili- 
brium concepts. 

A crude analysis of this primitive type may be carried out merely by 
transferring one of the variables to one side of the equation and assuming 
that it is determined by the remaining variables. For example, one might 
solve the savings-investment equation for the expression (X—Y) (= sur- 
plus or deficit in the current balance of payments), with the result: 

(X—Y) =S-I, 

S denoting total gross savings in the widest sense, including private sav- 
ings, business savings and the government’s budget surplus. This identity 
may then be considered a causal relationship: a deficit in the balance of 
payments is determined by, or results from, the fact that the investments 
within the country exceed the savings; in other words, the community’s 
savings are too small in relation to its investments. The recommendation to 
economic policy which would foilow from such an interpretation is ob- 
vious: investments must be curtailed and/or savings increased; further, 
according to Equation 3, this could be brought about either by limiting 
private consumption (i.e. by raising taxes), by increasing business savings 
(through higher prices) or by increasing the budget surplus (by reducing 
public expenditure). 

It is obvious, however, that conclusions of this kind cannot be deduced 
from the equations set out above. Certain hypotheses have been added 
concerning the nature of the relationships. The surplus or deficit in the 
balance of payments is of course identical with the difference between the 
value of total investment and total savings in the sense indicated above. 
But it does not follow from the definition given in the equations that the 
actual balance of payments position has been determined by these other 
factors, though the possibility of course exists. One interpretation of the 
inflationary situation of 1947 certainly is that the large deficit in the balance 
of payments was a result of the high level of investment and the low level of 
savings. But the causality might just as easily be in the opposite direction, 
as in a situation where a large surplus in the balance of payments, deter- 
mined principally by a high level of exports, gives rise to large profits and 
large business savings; this indeed was characteristic of the inflationary 
developments during 1950-51. 


The gap between investment and saving: Keynes’s view in ‘A Treatise on 
Money’. Most analyses of economic disequilibrium pay special attention to 
business profits. Abnormally high profits are regarded as an indication and 
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a result of the inflationary situation. Equation 4 on p. 202 may be solved 
for business savings (Q—T,) as follows: 


(Q—T,) = I-(X—Y)—sE—-T,)-(h+T:—G) —_G) 


This formula may easily be given a causal interpretation. A high level of 
profits and consequent large business savings may be regarded as a result 
of the relatively high value of total investments which occur in inflationary 
conditions [I + (X — Y)] alongside relatively low personal saving [s(E—T;)]. 
The gap between the value of investments and of private savings may be 
filled by business savings arising from an increase in prices. The latter item 
consequently appears to be a resultant of the former items.’ The disparity 
which exists between investment and saving may thus appear in (Q—T,). 
But it is possible that the last term in Equation 5, the government’s budget 
surplus, may also be determined by a disparity between investment and 
saving. 

The formula for the ‘determination’ of profits can be varied in many 
ways. The literature is overflowing with examples. Perhaps the first example 
within the type of theory with which we are concerned here is that of 
Keynes in A Treatise on Money, and it will be useful for this discussion to 
consider the content of his fundamental equations. The number of variables 
included in them is limited to a minimum: public expenditure is expressed 
in investment (I) and consumption (C), and the surpluses or deficits in the 
balance of payments are added to or deducted from I. The original 
feature in Keynes’s analysis may be said to lie in the fact that national in- 
come is divided into two parts from the point of view of income formation. 
The first part (E) answers to normal costs of production including normal 
profits defined in such a way that at the normal level of profits there is no 
reason for businessmen to alter the total volume of production;? the second 
part (Q) designates abnormal (‘windfall’ according to Keynes or ‘un- 
expected’ in the terminology of the Stockholm School) profits or losses. 
The system of equations now takes on the following form: 


Aggregate supply and demand: N =I+C 


Private incomes: N-=E+Q 
E-S=C 
Savings-investment: I=S$+Q 


In this simple system, the profits actually realized become the criterion of 
disequilibrium, this being regarded as the result of the difference between 
investment and saving. An inflationary position is characterized by the 
fact that total demand, determined by the sum of the consumption and 
investment expenditures (C+D), is greater than the value of the total 


* Equation 5 can easily be changed into a formula for the ‘determination’ of 
the total business profits. The arithmetic involved in these considerations has 
been investigated in detail in Anders Ostlind, Det privata ndringslivets dynamik 
(Stockholm, 1946). 

* In the terminology of the Stockholm School, E could be assumed to corre- 
spond to the yields expected by entrepreneurs at the given volume of production. 
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supply of goods and services at given prices, which in the position of 
equilibrium correspond to current costs and normal (expected) profits. 
With these assumptions, the difference Q — the excess profits — provides 
the measure of the inflationary pressure; it arises from the fact that invest- 
ments exceed the savings which come from these normal incomes. These 
savings are thus given the character of voluntary and intentional savings 
as opposed to the forced savings derived from the excess of unexpected 
profits. The latter savings fill the gap (ex post) between investments and 
planned savings and are by definition unintentional. 

Keynes’s mode of thought in the Treatise on Money is by no means clear 
and leaves a great deal of room for different interpretations; his argument 
has often been attacked as a vicious circle founded on an arbitrary distinc- 
tion between ‘normal’ and ‘windfall’ profits. My own view is, however, 
that Keynes’s theory, as expounded in the Treatise, provides a statement of 
the problem of inflation which, in its simplicity, is both instructive and 
fruitful. Keynes’s fundamental equations can be given a causal interpreta- 
tion in the manner indicated above (with the assumptions implied), in 
which ‘abnormal’ profits become symptoms of general economic dis- 
equilibrium. This disequilibrium then refers to the division of total pro- 
duction between investment and consumption which does notagree with the 
division of current incomes between savings and consumption expenditure.* 
This approach has in fact returned many times into post-war discussions 
on problems of inflation. Also Keynes’s distinction, based on the equations 
between income inflation and profit inflation? has for long been a theme of 
Swedish economic discussion. Abnormally high profits, regarded as a 
consequence of economic disequilibrium, result in their turn in income 
inflation with rises in wages and other costs (included in E). 


A generalized view of the inflationary gap. In Keynes’s system in the Treatise, 
the conclusive factor in judging the disparity between investments and 
savings was the assumption he made concerning the determination of 
profits. This approach is only reasonable under severely limiting assump- 
tions — exactly as in the example dealt with above, where a deficit or sur- 
plus in the balance of payments was treated as a measure of disequilibrium. 
In a more general statement of the problem, disequilibrium can be deduced 
from ‘abnormal relations’, i.e. deviations from positions of equilibrium, at 
every single point in the system. Thus disparities might arise in an infla- 
tionary situation in any of the following respects: (1) between the actual 
expenditure on personal consumption and the consumption which had 
been planned or would have been normal given existing incomes, etc.; 
(2) between actual and planned investment expenditure; (3) between actual 
and planned public expenditure; (4) between actual and planned imports 


1 See A Treatise on Money, Part I, p. 136. “Thus the price-level, as determined by 
the first term, is upset by the fact that the division of the output between invest- 
ment and goods for consumption is not necessarily the same as the division of the 
income between savings and expenditure on consumption. y 

2 Tbid., Part I, p. 155. 
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and (5) between actual and planned exports. Lack of equilibrium in these 
respects means that the plans for buying and selling on the part of pro- 
ducers, public authorities, importers, exporters and consumers cannot all 
be carried out within the limits of the existing national income. The task is 
to derive a general concept of excess demand from these disparities. 

The starting-point is again the system of equations given on p. 202. It 
may be supposed that the actual consumption expenditure during the 
period under consideration (C) is restricted through rationing, a shortage 
of goods in particular demand or by reason of a lag of consumption ex- 
penditure in relation to incomes. In other words we have to deal with 
forced saving in various forms. If, at existing disposable incomes (E—T)), 
consumers were able to buy all they wanted (i.e. with prices given and 
supply elastic), the expenditure which would occur in these circumstances 
(C) would be different from the expenditure actually recorded and the 
savings quota which was ‘normal’ (s) would be different from the statistical 
ex post quota (s): 


C = (1—s) (E-T); AC = C—C 


It may be assumed further, in an inflationary position of the 1947 type, 
that at the existing level of total demand (N) (and with the current rate of 
expansion) and of current profits (Q) the investment plans for the year in 
question (I) will tend to be larger than the investment expenditures actually 
realized (I): 


AI=I-LT=fN,Q...) 


In the same way, one can postulate an excess demand for public purposes 
(A G), tending to force up state and municipal expenditure but which is 
being held back: 


AG GG 


Actual imports (Y) were limited during 1947 by import controls, even 
though these were not particularly successful. With the existing national 
income, price relations, etc., imports would in the absence of controls 


more likely have been larger (Y): 
AY =Y-Y 


This A 'Y may be considered to constitute part of the additional demand 
for consumption, investments and public expenditure, which has been in- 
dicated above. As far as the remaining item on the side of aggregate de- 
mand, exports, is concerned, it is possible to proceed exactly in the same 
way as with the other items, i.e. to start with the exporters’ plans for ex- 
ports during 1947 and to introduce an item consisting of the difference 
between planned and actual exports. It may be instructive, however, to 


presuppose external balance, i.e. that K = Y, as a condition of equilibrium 
for the inflationary gap analysis. With this assumption, the problem is to 
discover the amount of the excess demand within the framework of a 
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given national income and with constant reserves of foreign exchange. 
The condition implies that the potential deficit in the balance of payments 


at the given level of exports (X —Y) is covered by an increase in exports — 
A X, where A X = X—X 


In this way, we should arrive at a more general concept of the inflation- 
ary gap (Z): 
L2=NhC+AI+TAG+AX—A Y 


According to this general definition, the inflationary gap thus indicates 
the potential difference between the total demand for and the total supply 
of goods and services, in which demand is defined as that which would 
come about if consumers and businessmen had been able to realize their 
plans for consumption and investment. In this analysis we are concerned 
with existing plans which relate to the period of time under consideration 
(e.g. the year 1947). On the supply side, it is assumed that the economy has 
full employment, with full utilization of productive resources, i.e. that the 
gross national product can be taken as given. 

The ex post quantities for the variables, as recorded in the national in- 
come statistics, are assumed in this analysis to be the result of the conflicts 
in plans. The purpose of the theory is to explain the process of adaptation 
actually recorded or to estimate the possibilities of future development. 
From the point of view cf policy-making, the size of the total gap — and its 
distribution among different spheres — should give some guidance for 
decisions concerning the extent and the direction of intervention. The 
measurement of the excess demand should, as was maintained earlier in 
this chapter, give some idea of the strains imposed upon existing regulations 
and indicate under what conditions it may be possible to abolish them. 
Once the excess demand has been eliminated, economic equilibrium (de- 
fined as ex ante equality between savings and investment) would be 
achieved and the regulations might be removed without risk of a general 
price rise or the creation of exchange difficulties. 

The Gordian knot in a more systematic application of the inflationary 
gap analysis concerns the time dimension. Is it reasonable, for example, to 
take the incomes and expenditure for 1947, as recorded in the national 
income figures, as a measure of average incomes and average intensity 
of expenditure during the year? Obviously the level and the distribution of 
these items may have been very different at the beginning and the end of 
the year. If the differences were large, average figures will be of very limited 
and dubious value, both for explaining the actual developments and for 
estimating the success of the economic policy pursued. In appraising the 
economic policy from the beginning of the year the inflationary gap existing 
at the end of the preceding year should be relevant. The average position 
throughout the year (possibly representing the middle of the year) is of 
secondary interest and should rather be deduced from the situation at the 
beginning of the year. The question thus arises whether the year is not too 
long a unit-period for the analysis and measurement of inflationary ten- 
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sions and, if so, what other time-period would be more appropriate. 
Theoretically, the most reasonable procedure would be to refer the analysis 
to a definite, very short time-period while still considering the income and 
expenditure streams on an annual basis or on the basis of some other 
arbitrarily chosen time-period; the potential demand surpluses should then 
be determined at various points and the inflationary gap in the system 
successively recorded. 

The over-riding difficulty in fixing such a unit-period concerns speeds of 
reaction. It is possible that some of the tensions recorded evoke rapid re- 
actions on the part of businessmen or consumers, e.g. through purchases of 
and orders for goods for stockpiling or immediate consumption; in other 
instances a long time may elapse before the reactions appear, as may be the 
case, for example, with an increase in building activity. If the total excess 
demand is considered as a lump sum, economic policy could easily be 
badly shaped. 


Conclusions. It is not likely that it will ever be possible to distinguish be- 
tween the different elements in a demand surplus from the point of view of 
the differences in speed of reaction except as a purely formal exercise. One 
can try to avoid the difficulty by taking a long-run view of the situation but 
a further fundamental difficulty is then encountered, i.e. that the different 
elements in the demand surplus cannot be considered to be independent of 
one another. A severe inflation is characterized by the fact that the demand 
for goods and services for consumption, investment and export tends to 
exceed the current supply not only in total but also in each separate sphere. 
The total potential demand surplus should then in a broader formulation 
indicate how much larger consumption and investment expenditure, etc., 
would be after all adjustments have occurred and some kind of equilibrium 
position reached. To state the matter in this way gives some indication of 
the inadequacy of the method of simply adding together the gaps calculated 
separately for the various sectors. The excess demand in each of the different 
fields of investment, exports, consumption, etc., cannot be thought of as 
coming into existence independently of each other. An increase in invest- 
ment activity rapidly affects the total level of incomes and the distribution 
of income, and the result is that the pressure of demand in the field of 
consumption is also changed. The total level of incomes therefore cannot 
be taken as given. This leads to the conclusion that in an inflationary gap 
analysis referring to a longer period of time (say one year), total incomes 
(N and E) have to be regarded as variable. The measure of the inflationary 
gap will then take into consideration the potential increase of total 
incomes. 
This criticism of the methods of gap analysis thus turns out to be rather - 


* The question of the division of the year into a series of time-periods has been 
considered by Ralph Turvey in ‘A Further Note on the Inflationary Gap’ (Ekono- 
misk Tidskrift, 1949) and Bent Hansen in A Study in the Theory of Inflation 
(London, 1951, pp. 78-82). The discussion does not, however, appear to lead to 
any positive conclusions of value for the guidance of economic policy. 
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destructive. When trying to overcome the difficulties created by the differ- 
ence in speeds of reaction we are in fact confronted by the whole complex of 
problems of explaining (or forecasting) the development over time of total 
incomes and expenditure. This is, of course, a natural outcome of the dis- 
cussion. The simplifying assumptions made in gap analysis must severely 
restrict the applicability of the method. In an economy with strict controls 
and restrictions it might be reasonable to assume a given total income and 
price level so that demand surpluses over short periods are independent. 
Under other conditions a gap analysis might give a first approximation of 
an approach to the problems of policy. The primary effect of the increase 
of total wages may be analysed as a simple excess demand model with 
price developments taken as given; this assumption would be realistic for 
1947 because of price control, for 1955 because of foreign competition. 
The essence of the method is the measurement of the size of a primary 
disturbance to demand as a means of estimating the order of size of appro- 
priate countermeasures. But gap analysis generally cannot throw much 
light upon the probable course of events following upon the disturbance. 
For the reasons given in this chapter and appendix there can never be more 
than a very slight possibility of isolating the primary effects of the distur- 
bance and of making a very crude sort of quantitative estimate of the pro- 
cess of development. The limited scope of the application of gap analysis 
will be further demonstrated in the next chapter. 
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CHAPTER IX 
THE POSSIBILITIES OF FISCAL POLICY 


The importance of government finances. The possibilities of influencing 
economic development by means of fiscal measures were widely dis- 
cussed during the 1930s. As was pointed out in Chapter v, interest 
was then almost exclusively centred on the possibility of bringing 
about an economic revival. During and since the war the discussion 
has been mainly concerned with the possibility of using fiscal policy 
to combat inflation. This change in the framing of the problem has 
made it necessary to reconsider the effectiveness of the different fiscal 
measures. 

By way of introduction, it should be pointed out that the central 
government’s share of total expenditure in Sweden, as in other coun- 
tries, has grown substantially since the late 1930s, a circumstance 
which in itself may be expected to have increased the opportunities 
available to the government of controlling economic developments. 
The growth of the total state expenditure (on both the current 
and the capital budget) relative to the national income gives a pre- 
liminary idea of the greatly increased importance of governmental 
finance in economic affairs. The total expenditure of the Swedish 
government in the financial year 1938/39 amounted to 1600 million 
kronor or 12 per cent of national income; in 1952/53 it amounted to 
8800 million kronor or 20 per cent of national income. Comparisons 
of this kind are of course very imprecise. Government income and 
expenditure contain an important element which amounts to no 
more than a pure redistribution of incomes (e.g. the collection of 
taxes and dues and their repayment as social contributions in various 
forms). It is not particularly instructive to relate these income 
transfers to the national income and thus to equate them with other 
expenditure which directly represents demands for goods and 
services. 

It is perhaps more reasonable from the point of view of the analysis 
of economic changes to investigate how large a part of the total 
demand in the community — as revealed in the A.S.D. account — 
refers to government expenditure. The accounts show that the 
government’s share of the total gross investments rose from 17 per 
cent in the year 1938/39 to 24 per cent in 1954; the government’s 

* Including road investments which in 1938/39 were municipal but which were 
taken over by the state in 1944. 
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share of total consumption rose from 4 to 7 per cent during the 
same period.! This substantial increase in the share of total demand 
which is directly determined by governmental! expenditure can be 
said in itself to involve an increase in the government’s influence 
over economic developments. The experiences of the post-war period 
also show that the powerful secular trend of increasing state expen- 
diture for investment and consumption has tended to give added 
strength to the inflationary potential. In the years 1946-53 the rate 
of growth of Swedish governmental expenditure in nominal value 
was about 3 per cent faster than that of gross national income 
(13 per cent compared with 10 per cent per year). During the same 
period real expenditure in the public sector increased by 8 per cent 
per year as compared with 2 per cent in the private sector. It seems 
inevitable in twentieth-century conditions that the expenditure of 
central and municipal government can be more easily adapted 
upwards than downwards. 

These figures, however, give only a limited idea of the importance 
of governmental finance. It should be noted first of all that the 
various constituent items in the A.S.D. account are themselves 
indirectly influenced by government income and expenditure, 
apart from the indirect taxes and ‘real expenditure’ which are in- 
cluded. Direct taxes determine how large a part of the incomes of 
private persons and of businesses is available for consumption and. 
investment; the ratio of taxes to consumers’ total income rose from 
about 8 per cent in the year 1938/39 to about 13 per cent in the year 
1949/50 and to 17 per cent in 1952/53 (see Table XIV on p. 69). 
Further, transfer payments included in the government budget — 
since they do not represent any direct demand for goods and services 
for consumption or investment—do not appear in the A.S.D. 
account. These transfers provide income for private individuals and 
businessmen (in the form of pensions, social contributions of all 
kinds, interest payments on the national debt, assistance to businesses 
and municipalities, etc.) influencing the distribution of incomes in 
a number of ways and thus indirectly also the demand for goods and 
services. These transfer payments amount to very large sums; in the 
budget year 1953/54 they reached nearly 4000 million kronor, or 50 
per cent of the current budget. In addition part of the indirect 
transfers —e.g. the help given to house building and municipal 


1See Chapter vin, p. 174. State investments consist of expenditure on the 
capital budget plus certain defence expenditure. State consumption expenditure 
consists of those expenditures in the current budget which represent payment for 
goods and services and thus does not include so-called transfer expenditures, 
i.e. income transfers which do not make direct claims on productive factors. 
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activities — leads to other expenditure many times larger. Moreover, 
consideration of the influence of governmental activity on the econ- 
omy cannot be limited to expenditures which are accounted for in 
the budget. A great deal of governmental activity, e.g. the state 
monopolies and publicly-owned corporations, is of such a nature 
that its scope and importance cannot be read from the budget figures 
which only show the net returns and dividends of these activities. 

It should be added that changes in the government’s income and 
expenditure influence economic development not only in their direct 
effects on demand and income formation but also in their effects on 
liquidity and the supply of money. In this respect, the decisive factor 
is the difference between the state’s total cash transactions on the 
income and expenditure sides — without any consideration of the 
effects on demand or income formation. This difference determines 
the amount of government borrowing and its cash holding, thus 
influencing the amount of money and liquid assets available to banks 
and to different spheres of the economy. Changes in fiscal policy may 
therefore influence the economic situation in this respect also — how 
and to what extent being dependent on the policy concurrently 
pursued by the Riksbank. 


The significance of budget surpluses and deficits. Discussions of the 
economic effects of fiscal policy in a past or coming year usually 
start from a comparison between the government’s total revenue and 
expenditure as shown in the current and capital budgets. Whether 
it is a question of the Treasury’s account of the actual amounts of 
income and expenditure for a past year or of the information in the 
Finance Bill concerning calculated income and planned expenditure 
for the next budget year, attention is concentrated especially on the 
difference between the actual or planned totals of income and 
expenditure, i.e. on the surplus and deficit in the current budget or the 
total budget. In the course of the 1930s it was concluded that the old 
principle of an annually balanced current budget was not compatible 
with the desire to avoid economic fluctuations. An active fiscal 
policy would allow the current budget to be in deficit during depres- 
sions and in surplus during booms without abandoning the principle 
of ‘sound’ state finances in the long term (see Chapter v). In post-war 
discussions of anti-inflationary policy, there has been a strong 
inclination to regard the direct aim of fiscal policy as the creation of a 
certain surplus in the current budget. In the Finance Bills for 1951 
and 1952 the aim of budget policy was formulated as the creation of 
a surplus in the current budget large enough to cover the whole, or as 
much as possible, of the state’s capital expenditure. 
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What significance may be attached to budget surpluses or deficits 
as aims of fiscal policy? The appropriate data recording the ‘results’ 
of the annual budget in Sweden in recent years are set out below. The 
figures show the surplus (+) and deficit (—) respectively in the 
current and total budgets during each financial year between 1946 
and 1954 together with expenditure (less depreciation) on the capital 
budget. 

(Millions of kronor) 
1946/7 1947/8 1948/9 1949/50 1950/1 1951/2 1952/3 1953/4 


Working budget +451 +467 +311 —163 +372 +1584 +411 —45 
Capital 

expenditure 661 374 470 264 568 776 1020 1033 
Total budget —210 +93 -—159 —427 —197 +809 —609 +1078 


These figures say very little about the effects of the fiscal policy 
pursued and in fact do not even indicate whether it worked towards 
contraction or expansion. The conclusion cannot be drawn, for 
example, that fiscal policy was more restrictive in 1947/48 than in 
1946/47. It is not even completely certain that the effects were more 
restrictive in 1951/52 than in 1949/50, despite the fact that the balance 
of the current budget was transformed from a deficit of 163 million 
kronor to a surplus of 1584 million kronor.? It is still more distressing 
to discover that it is also impossible to judge in a simple manner 
whether the introduction of a budget envisaging a calculated surplus 
in the current budget at given capital expenditure will have restrictive 
or expansive effects. 

Before giving reasons for this view I should perhaps first point out 
that a recognition of the limited significance of a budget surplus or 
deficit of a certain size in estimating the effects of fiscal policy need 
not or should not deprive a Finance Minister of the right to insist, for 
example, on a tightening of fiscal policy on the grounds that a budget 
surplus is desirable. It is politically and psychologically sound that 
the Finance Minister should in times of inflation support his argu- 
ments for restraint in expenditure by drawing attention to the need 
for a larger surplus in the current budget and ‘sounder’ state finances. 
On the other hand, what must be resisted are the unqualified and 
often very obscure ideas about the importance of a certain size of 
budget surplus or deficit which appear in every fiscal policy debate. 
The targets of fiscal policy are usually set up in the light of very 
elementary considerations of the desirable outcome of the budget, 
without serious attempt to consider systematically the whole picture 
of the complex economic system. The section in the Swedish Finance 

1 The surplus for 1951/52 includes a sum of 500 million kronor set aside as a 
fund for the regulation of the disbursement of tax funds to the municipalities. 
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Bills which is devoted to the national budget and which throws light 
on various aspects of general economic relationships (see Chapter 
vill, pp. 199ff) usually seems to be left in splendid isolation. No 
systematic examination, starting out from the national budget 
calculations, is presented of the likely effects on general economic 
equilibrium of the government’s income and expenditure. As a rule 
the Finance Minister merely takes from the national budget cal- 
culations certain information regarding ‘the probable tendencies’ of 
economic development. In itself, this procedure might be taken as a 
sign of a healthy scepticism concerning the accuracy of the national 
budget. While it is paradoxical from an economic point of view, it is 
natural enough from the political point of view that such a sceptical 
and guarded attitude in this respect can be combined with a resolute 
affirmation that general economic equilibrium requires a certain 
surplus in the current budget. 

The following examination of the economic impact of budgetary 
policy will emphasize that very different effects are produced by the 
various parts of the government’s income and expenditure. The 
effects may be felt on the demand for and supply of goods and 
services, on income formation (and thus indirectly on demand) and 
on liquidity and interest rates (and thus indirectly on both incomes 
and demand). The concept of restrictive and expansive effects pro- 
duced by fiscal policy must be precisely formulated in the course of 
the discussion, both in theory (in ex ante and ex post categories) and 
with regard to the statistical measurement of the results of budgetary 


policy. 


Attempts to measure the effect of the budget on income formation. 
Instead of concentrating on the balance created by the budget be- 
tween total state revenue and expenditure, any analysis of the effects 
of fiscal policy should begin with a review of how the different items 
may be expected to influence demand, incomes, prices, etc. It is 
obvious that certain simplifying assumptions have to be made; in 
the first place one must be content with a schematic division of various 
items into major categories with similar characteristics. It becomes 
evident as soon as the simplest and the most necessary division is 
made, i.e. into the categories of revenue and expenditure, that the 
two aggregate figures of state revenue on the one hand and expendi- 
ture on the other —like the difference between them — may be 
grossly misleading for purposes of analysis. 


* This concept appeared perhaps the most obviously in the Finance Bill for 
1952 and in the subsequent debate, when proposals to lower the direct taxes were 
dismissed with this argument. 
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If the demand side is examined for an impression of the size of the 
claim upon the total supply of goods and services which is represented 
by total state expenditure, it is not possible simply to add up ‘real 
expenditure’ and ‘transfers’. But it is equally irrational in a study of 
the total effects of fiscal policy to exclude the transfers since the pur- 
chasing power which is put at the disposal of private persons through 
state payments on pensions and social services creates claims upon 
total output, though in general not precisely equivalent to the amount 
of the payments. Sums paid out as state subsidies and loans granted 
to assist private or municipal investment cannot be said to indicate 
any corresponding government demand but they do lead to real 
expenditure as a rule much greater than the initial state advances. 
Other budget expenditure, such as purchases of building sites or 
existing property, does not directly create incomes but may influence 
liquidity. Moreover, the expenditure side cannot be examined in 
isolation from the revenue side. The income-creating effect of the 
transfers has a counterpart in the income-destroying effect of certain 
taxes and other government revenues. An important part of budget- 
ary policy is intended to produce precisely this effect, i.e. taxes and 
expenditure are used to redistribute incomes, by reducing the dis- 
posable incomes of certain income-groups and increasing them for 
others. The fact that transfers make up such a large part of total 
expenditure in the current budget indicates that a substantial part of 
taxation policy has redistribution of income as its aim. 

It emerged from the discussion in Chapter vit that such concepts 
often used in the discussion of fiscal policy as ‘restrictive’ and ‘ex- 
pansive’ effects refer to ex post results and cannot easily be given a 
causal interpretation. From 1946 to 1947, a development of national 
income was recorded which implied inter alia a change in govern- 
mental expenditure and income such that a considerable budget 
surplus arose. According to the analysis of the Konjunkturinstitut, 
government income-creating expenditure amounted to less than the 
withdrawal of incomes to the Exchequer through taxation, etc., so 
that the result was a corresponding increase in government saving 
reckoned ex post. A statistical analysis of this kind does not show, 
however, that the inflation of income would have been less if such a 
net withdrawal of income by the government had not occurred. It 
could very well be maintained that the net withdrawal of incomes 
which in fact occurred would have been still larger if the income 
inflation during 1947 had been even more severe than it was. The tax 
yields would then probably have increased still more rapidly relative 
to state expenditure. The withdrawal of incomes may thus be regarded 
in part as a result of the inflationary development. In the same way, 
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the worsening of the budgetary position in 1948 appears in part at 

least as a consequence of the mitigation of the inflationary pressure; 

the government’s revenue from taxation rose more slowly than its _ 
expenditure simply because the general rise in profits and wages had 

slackened. These results can only be satisfactorily interpreted by first 

analysing ex ante the influence of the changes in various items of 

income and expenditure within the state budget on the creation of 

incomes and on general economic activity. 


Fiscal policy and general economic equilibrium. Inflattonary gap 
calculations and the preparation of national budgets in themselves 
provide excellent starting-points for a pedagogic survey of fiscal 
policy. If, for example, the conclusion is reached along the lines 
described earlier that economic disequilibrium (an inflationary gap) 
is expected to occur during a coming budget year, the possibilities 
open to the budgetary policy may then be examined with close refer- 
ence to the points raised in the discussion in the previous chapter of 
the techniques of inflationary gap analysis: 


(1) The calculated disposable income of individuals may be reduced 
by means of an increase of direct taxes to such a level that at a given 
propensity to save (or with an estimated change in the propensity to 
save) the expected consumption expenditure will be reduced by a 
sufficient amount. 

(2) A similar result may be achieved by raising the indirect taxes on 
consumer goods or by decreasing government subsidies. With a given 
change in the total incomes of private individuals, it may be possible 
to form some idea of the extent to which a raising of the price level 
will cause consumption to be reduced. If incomes cannot be regarded 
as given, however, since taxation may influence wage developments, 
it may well be difficult to determine the effects — even the direction of 
the effects — of an increase in indirect taxes. 

(3) An increase in the profits tax may cause business investments 
to be curtailed and thus may reduce the calculated inflationary gap. 
But, for the reasons given in Chapter vim, there is no simple method 
of indicating the relationship between decreased profits after taxes 
and a fall in demand for investment purposes. If free depreciation 
allowances are allowed on investments in stocks and machines — as 
was the case in Sweden during this period — a higher tax structure 
might even have a stimulating effect on investments. 


* A system of free depreciation allowances on stocks and machinery (but not on 
buildings) was introduced in Sweden in 1938. As the possibilities of manipulating 
net profits for tax purposes were fully exploited by business firms, a fact 
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(4) Similar uncertainty is involved in the influence on investments 
of various types of taxes on investment expenditure (investment taxes 
and charges, taxes on different raw materials); here, it is generally 
possible to be certain of the direction in which a tax increase will 
work. 

(5) The inflationary gap may be reduced by curtailing the direct 
demands of the state for goods and services for different purposes. 
The results here may be immediately introduced into the national 
budget calculations. 

(6) The effect of curtailing transfer payments, e.g. social expendi- 
ture, is again more indirect. A reduction of expenditure for such 
purposes does not of course lead to any direct decrease of demand for 
goods and manpower, but the result is brought about through a 
decrease in individual incomes and through the consequent effects 
on consumer demand. Here again, more or less realistic assumptions 
have to be made concerning the marginal propensities to save and to 
consume of the social groups whose incomes are affected by these 
reductions. 

(7) In every instance, an important part of the analysis must be to 
try to establish how the proposed fiscal measures will influence the 
balance of payments. The general condition of disequilibrium may be 
concerned primarily with the foreign exchange position; the possibili- 
ties of achieving internal equilibrium are always to a large extent 
determined by the ‘international space’, i.e. the exchange reserves 
and the effects of internal measures on the balance of payments. The 
various measures of fiscal policy must therefore be examined from the 
point of view of their likely marginal effects on imports and exports, 


1 It should be mentioned that a special kind of investment tax was in operation 
in 1953 and 1955 which was intended to restrict investment expenditure especially 
in industry and trade. The tax amounted to 10-12 per cent on the year’s total 
value of actual investment expenditure excluding residential building and public 
investments. This method of curtailing investments has been considered in 
Sweden to be preferable in many cases to a raising of the rate of interest. The tax 
can discriminate between different kinds of investment and the increased cost of 
investment does not involve any increase of private incomes (as an increase of 
interest rates may). But a great deal of uncertainty surrounds the actual effects on 
prices and demands of these investment taxes. The effects will be influenced, e.g. 
by speculation in the duration of the tax. Swedish experiences do not allow any 
definite conclusions to be made. So many other factors were at work during these 
years that statistical analysis of the effects of the investment tax is impossible. 





which was considered to imply unnecessarily large investments (in order to in- 
crease the capital subject to depreciation allowance), provisional fixed deprecia- 
tion rules were introduced in 1954. It is proposed to abolish the system of free 
depreciation allowances completely in 1956. 
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both through changes in incomes and income-distribution and 
through changes in price relations. 


Even these simple considerations show how changes in budgetary 
policy may influence the economic equilibrium of the country and 
indicate the type of deliberation that must lie at the basis of a ration- 
ally composed anti-inflation (or anti-deflation) fiscal policy. We 
may note from a pedagogic point of view that the policy may be 
drawn up with close reference to the methods of calculation used in 
the preparation of the national budget and against the background 
of the kind of economic relationships to which the techniques of 
inflationary gap give central significance. The simple aim of creating 
a budget surplus or deficit would in those conditions become a 
secondary consideration. The problem may be illustrated by the 
following example. 

Let it be assumed that the national budget delegation has reached 
the conclusion that in order to maintain economic equilibrium, the 
total demand for goods and services needs to be reduced through 
fiscal measures by 1000 million kronor.’ The simplest method of doing 
this would in theory be to reduce public expenditure on investment 
and consumption by the amount indicated. If by chance the govern- 
ment’s current budget is expected to be in balance during the coming 
budget year (in view of the anticipated general rise in income, the given 
tax structure and government expenditure, etc.) the conclusion would 
be that a budget surplus of 1000 million kronor should be aimed at 
through the reduction of current expenditure for goods and services. 
It should also be possible to achieve the same result by decreasing 
investment expenditure on the capital budget. The principal aim 
should be to ‘improve’ the total budget balance by these 1000 million 
kronor by comparison with the result which would otherwise come 
about. But even in this straightforward example, the budget balance 
aimed at cannot be fixed at once at any definite figure, either abso- 
lutely or in relation to the calculated outcome of the previous or the 
current year’s budget. If, for example, it is assumed in the inflation- 
ary gap calculation that both the national income and total govern- 
ment expenditure will increase by an average of 10 per cent in the 
next budget year, but that, in view of the progressive tax structure, 
revenue will rise more than the expenditure, it follows that if prices 
and wages develop as anticipated there will be an automatic or 
passive budget surplus (assuming balance in the initial position). 
Fiscal policy should therefore aim in this example at increasing the 
‘passive surplus’ by 1000 million kronor. 


"See the discussion on the framing of the problem itself in Chapter vm, pp. 170ff. 
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The planning of fiscal policy at once becomes more complicated if 
it is considered desirable to obtain balance by means other than the 
curtailment of real expenditure. If it is decided instead to decrease 
demand by raising the income tax, the plan must aim, in the example 
given above, at increasing the surplus by more than 1000 million 
kronor. Part of the increase in taxation must be expected to result in 
a decrease of saving and thus to have no demand-reducing effect; 
with a marginal savings quota of 4, for example, the Finance 
Minister would have to aim at increasing the ‘passive surplus’ by 
1500 million kronor (instead of 1000 million kronor as in the initial 
example). If profits taxes are to be raised or special investment taxes 
introduced — both of which may be expected to have a large marginal 
effect on business investment expenditure — it is possible that an 
increase in the ‘passive’ budget surplus of some hundred million 
kronor only would be sufficient to reach the target. Tax yields of 
course fall away as the anticipated reduction of investment expendi- 
ture occurs; with a high ‘tax elasticity’ in investments the required 
economic effect may actually be achieved with reduced tax 
yields. 

Despite the complications which have appeared, the above reason- 
ing has been based on a considerable and quite unrealistic simplifica- 
tion of economic inter-relationships. The development of incomes 
has been taken as given. The fiscal policy aimed only at eliminating 
the inflationary gap which is expected to arise with full employment 
and with given changes in prices and wages. The problem has thus 
been framed in much the same way as during the years of inflation 
immediately after the war (see Chapter vill, p. 179). A realistic treat- 
ment of the problem must also take into consideration the effects of 
fiscal policy on prices and on income distribution. The question then 
becomes: how restrictive has fiscal policy to be in order to prevent, 
for example, an inflationary development of incomes? 

Let us assume, therefore, that the aim of fiscal policy is more 
ambitious than in the earlier example. The Finance Minister is aiming 
not merely at preventing an inflationary gap from coming into being, 
but also at warding off an anticipated rise in prices and incomes. The 
national budget experts find perhaps that this can only be achieved if 
a ‘deflationary gap’ is created of the order of 1000 million kronor. 
It may be thought possible to bring this about by cutting down 
government demand by a further 1000 million kronor, over and 
above the amount necessary, according to the above analysis, to 
eliminate the inflationary gap. If we assume that this policy will be 
successful, i.e. that the prices and wages are stabilized, the Finance 
Minister may expect revenue from taxation to fall away perhaps by 
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about the same amount (1000 million kronor).1 This would mean that 
the more restrictive budget policy should, despite the additional 
curtailment of expenditure, aim at a budget surplus of about the same 
size as that in the first example. The great problem for the Finance 
Minister who would be strong enough to carry through such a 
restrictive policy may be, however, that his success in stabilizing prices 
and income results in the removal of the main cause of the expected 
inflationary gap. As prices are stabilized, the propensity to save rises 
and the urge to invest falls. If the National Budget Delegation fails to 
take account of this possibility, and if fiscal policy thus becomes too 
restrictive, the consequence might well be unemployment. The para- 
doxical result of too restrictive a budgetary policy in these circum- 
stances might then be a considerable budget deficit! 

Similar considerations obviously hold good for the effects of an 
expansive fiscal policy. There, too, allowance must be made for the 
fact that increases in various items of expenditure or decreases of 
various taxes may have varying marginal effects on the general 
economic situation, effects which must be reckoned with in planning 
an active fiscal policy. In the next example, the initial position is 
assumed to be one of considerable unemployment in which the 
Finance Minister has no reason for expecting the level of incomes 
and prices to rise. From the point of view of their marginal effects 
the extreme alternatives are a reduction of direct taxation on business 
profits on the one hand and an increase of governmental investment 
expenditure on the other. If the first alternative is adopted, the lower 
revenue from taxes may have no effect on the expenditure of businesses 
on investment and production. The result would then merely be an 
increase in the budget deficit (or a decrease in the surplus) by the same 
amount. With the second alternative, one may hope for a multiplier 
effect. If this is equal to 3 and if the system of taxation and social 
services is so constructed that 4 of the total increase in income 
accrues to the state in the form of increased tax yields and decreased 
disbursements for help to the unemployed, etc., the policy will have a 
strongly expansive effect although the ex post budget balance will 
remain unchanged. We obtain the same kind of paradoxical results 
as in the inflationary cases discussed. These are the very reasons why 
the ex post budget figures for the 1930s do not show whether or to 
what extent the government’s fiscal policy did have expansive effects. 
The large budget deficits at the beginning of the 1930s were largely 


This would be so if a decrease of 10 per cent in incomes amounts to about 
3000 million kronor and if one assumes an average marginal taxation of 33 per 
cent. These figures represent the actual order of magnitude of these items in 
Sweden around 1950. 
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passive manifestations of the decline of incomes during the depres- 
sion; conversely, the policy of active government spending after 1933 
was accompanied, thanks to the rapid economic revival, by an 
increase in government revenue. 

It is possible to give precise formulation to reasoning of this type 
by using the usual models of the strategic relationships and by intro- 
ducing rigid hypotheses of the multiplier effect of different changes 
in governmental expenditure and tax rates. In the realm of supreme 
fantasy, one can visualize a perfectly rational fiscal policy, with the 
Finance Minister at the controls of a highly complicated economic 
regulator; by manipulating the appropriate switches he produces the 
desired marginal effects on income, demand, prices, and creates and 
maintains perfect economic balance. Mathematical constructions 
along such lines are doubtless formally possible, but the satisfaction 
and usefulness will certainly be confined largely to the constructor 
himself. The formulation of economic policy is not merely concerned 
with mathematical dreams of aggregate effects but also very closely 
with political desires for specific results. There are many possibilities 
theoretically of intervening by means of fiscal policy in a discrimin- 
ating way at chosen points and these will be discussed in more detail 
in the next chapter. 

There are so many gaps in our knowledge of the mechanisms of 
reaction in economic life that attempts to find mathematical ‘pre- 
cisions’ must begin to give rapidly diminishing returns at a very 
early stage. These gaps largely concern the marginal effects of 
different fiscal measures such as we have discussed above. Even with 
the seven simple considerations given above information is still re- 
quired which is largely unavailable. These points, however, show 
what is the minimum knowledge required concerning the effects of a 
given fiscal policy in the simple picture of economic relations at the 
basis of the usual models of the national budget and the business 
cycle. To this should be added the conclusions reached in Chapter 
vill concerning the serious imperfections in the statistical and 
theoretical foundation of national budget analysis. My view therefore 
is that there is no quite clear reason for preferring fiscal policy to 
monetary policy on the grounds that with the former, as is often said, 
‘one knows far more accurately what one is doing’. 


The expansive and contractive effects of budgetary policy. The above 

conclusions obviously do not imply that theoretical reasoning might 

just as well be abandoned altogether along with any attempt to 

express either assumptions or conclusions precisely. Even though the 

conclusions cannot be determined quantitatively, the multiplier 
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theory will still be of assistance in explaining the general relation- 
ships. The concept of the multiplier makes it easy to show that the 
state budget can act in an expansive or contractive manner with a 
given ex post balance. But the multiplier effect comes about also with 
an unchanged ex ante balance, when e.g. the government plans to 
raise taxes in order to increase the revenue from taxes by the same 
amount as it proposes to increase expenditure. Economists speak of 
‘the multiplier effects of a balanced budgei’.1 If governmental ex- 
penditure on goods and services increases by exactly the same amount 
as revenue from taxes, the national income and the total demand for 
goods and services also rise by that amount. The government has 
increased its demand for goods and services but has eliminated the 
secondary consequences (the multiplier effect) by taking the same 
amount in taxes. The marginal effect on demand is assumed to be the 
same both with regard to the increased income created by the addi- 
tional state expenditure and the amounts which are withdrawn in 
taxes from business firms and private persons.* The reaction is in fact 
of the same type as when a firm expands by increasing the number of 
its employees. Even if the higher costs of production correspond 
exactly with the resultant increase in output (‘balanced budget’ ex 
post), the total demand of the community must, ceteris paribus, have 
increased by the same amount. 

This interpretation of the multiplier effects of the balanced budget 
— with the above reservations — justifies the view that the budgetary 
policy in Sweden in the years 1946/47 to 1950/51 has operated expan- 
sively and has helped to increase the inflationary pressures. Govern- 
ment expenditure on investment and consumption increased rapidly 
and continuously during these years. The transfer element in the total 
expenditure remained relatively stable while state revenue increased 
more or less parallel with expenditure, so that the balance remained 
roughly unchanged. Of course this conclusion does not preclude the 
possibility that fiscal policy did have more restrictive (or less ex- 
pansive) effects during this time than it would have done if the state 
expenditure had been higher still and the taxation lower. 

The outcome of the budget in 1951/52 was in effective contrast 
with the preceding years. The enormous surplus which was pro- 


'See T. Haavelmo, ‘Multiplier Effects of a Balanced Budget’ (Econometrica, 
1945). For a simple and clear exposition of these problems refer to Erich 
Schneider, Einfiihrung in die Wirtschaftstheorie, Part III (Tiibingen, 1952), pp. 
190-212. 

* It is evident from the preceding discussion, however, that the total effect may 
vary considerably, depending on such circumstances as which income-groups 
have their incomes increased and which groups of firms are hit by the higher 
taxes. 
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duced that year on the current budget (see p. 213) was, as has been 
pointed out above, mainly a result of the income inflation. The high 
taxation on business profits and, not least, the highly progressive 
income tax on individuals led to a large and partly unexpected 
increase in tax yields resulting from the large rise in the general level 
of incomes. While the nominal national income rose by about 10 per 
cent from 1951 to 1952, the government’s revenue from taxation 
increased in the financial year 1951/52 by no less than 32 per cent over 
the previous year. It may be said that the Swedish tax system works 
quite automatically as a built-in stabilizer.t If government spending is 
fixed over the short term (e.g. the budget year) and is fairly independent 
of the tax yields, a large rise in incornes means a rise in the marginal 
savings quota within the economy, the result being a lowering of 
the multiplier. There is, however, more to the argument than this 
reaction. In the light of the analysis of inflation in Chapter mm (pp. 76- 
80), the steadying effect of government finance during 1951 may be 
expiained as follows. The wage inflation forced costs of production up 
substantially at the same time as the higher marginal! taxes tended to 
limit the basis of purchasing power. The process of rising prices was 
checked to the extent that business firms were unable, because of 
insufficient demand on the part of consumers, to compensate them- 
selves for their increased costs. The increase in government saving 
thus had the effect of lowering the profit margins in various parts of 
the private sector of the economy. The manner of operation of 
government finances in this respect will be discussed in more detail in 
the next chapter when the possibility of stabilizing wages through 
fiscal measures will be examined. It should be added that the stabiliz- 
ing effects of the budget are, of course, also applicable to the prob- 
lems of depression. The existence of a progressive scale of taxation 
means that when incomes decrease, costs of production tend to fall 
more rapidly than disposable incomes, while the expenditure on 
unemployment assistance, etc., rises along with other state expendi- 
ture. 


THE POSSIBILITIES OF DISCRIMINATION 
IN FISCAL POLICY 


The foregoing discussion has been mainly concerned with the over-all 
economic effects of fiscal policy, principally starting from a concept 
of general economic equilibrium. But, as has been pointed out, the 


1 Approximate calculations on the basis of the tax rates which were valid for 
1948-52 show that a rise in individual incomes of 10 per cent for all income groups 
would result in an increase of about 20 per cent in the yield of direct taxes. 
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various methods of fiscal policy provide very many possibilities of 
discriminative intervention at different points within the economy. 
Indirect taxes and subsidies are used to influence the prices of particu- 
lar goods and services in a desired direction; direct taxes, welfare pay- 
ments and various measures of state aid are used by the government 
in attempts to exercise control over income distribution and over 
production in different sectors of the economy. An examination of the 
possibilities of influencing price relations and of directing production 
along predetermined lines by means of fiscal policy inevitably raises 
fundamental questions concerning the workings of the price system. 
The problem is to estimate whether — or to what extent — govern- 
ment intervention will lead towards or away from a state of equili- 
brium, somehow defined, characterized by certain price relationships 
and by some optimum allocation of production. It is with such ideas 
in mind that certain interventions may be regarded as leading to 
distortions in price relationships or to a misallocation of production. 
These concepts of distortion and misallocation must be relative in the 
sense that they imply a comparison with some other condition lying 
nearer to some kind of equilibrium or optimum position. The branch 
of political economy involved in this sort of discussion, ‘welfare 
economics’, is highly charged with metaphysical value-judgments 
and false precisions, and throws little light on the problems discussed 
here. But one cannot leave them completely aside when considering 
the effects of a discriminative fiscal policy or of physical controls. 
At this point it must be clearly understood that we are entering 
dangerous territory, a difficult no-man’s-land between science and 
politics, in which trespassers are liable to be fired upon from all sides, 
A clear declaration of the assumptions made in the course of the 
argument is necessary. It is obvious that if nothing definite is said 
about the functioning of the price system, or if the price relations 
which come about on the markets are considered to be to a large 
extent arbitrary and governed by ‘chance imperfections’ in the form 
of monopolies and cartel agreements and by ignorance on the part 
of producers and consumers, then the concept of ‘distorting inter- 
ferences’ by the government through taxation, subsidies and physical 
controls becomes meaningless. My own view of the effects of a 
highly discriminative fiscal policy is therefore based in the last resort 
on a picture — the accuracy of which can never be fully proved — of 
the functioning of the price mechanism according to which price 
relations in the main tend to comply with certain fundamental 
criteria of equilibrium. But this is a reasonable assumption only 
under conditions which approximate to general economic balance. 
My attitude towards these fundamental questions should emerge 
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more clearly from the different examples which will be given in the 
rest of this chapter and in the remaining chapters. 

The first type of intervention to be considered consists of measures 
aimed at neutralizing a serious ‘distortion of price relationships’ 
which has arisen after a violent increase in the prices of certain export 
goods which threatens to be transmitted in various ways throughout 
the whole price system. In a situation of this sort (see Chapter m, 
pp. 71-80), a generally restrictive economic policy does not appear 
particularly rational. It is probable that a strongly restrictive 
monetary or fiscal policy would create severe frictions, lead to dis- 
locations of production and cause unemployment in the sensitive 
areas. Such a policy would be politically impossible — and quite 
justifiably so. In a situation of this sort, it seems reasonable to inter- 
fere in the first place at those pcints at which equilibrium has been 
disturbed, i.e. with export prices. The disturbance can be neutralized 
by export duties at such a rate that the difference between effective 
export prices and home market prices does not lead to inflationary 
pressures. Or, if equilibrium is disturbed by a rise in import prices, 
this can be counteracted by means of import subsidies rather than by 
the adoption of generally depressive measures intended to force down 
other prices. 

The conclusion that in these cases it is appropriate to make use of 
discriminative fiscal measures is based on the assumption that the 
disturbances to equilibrium can in fact be isolated in this way. In the 
inflation of 1950-51, it was obvious that the price system was func- 
tioning badly; the disturbances to normal price relations were so 
extreme that they could not be expected to lead to a reorientation of 
production and demand adequate to restore equilibrium. In fact the 
system of export duties applied during the years 1950-52 was not 
introduced quickly enough and with sufficient rigour to prevent the 
transmission of the high export prices to the rest of the economy.* 

To the extent that export and import prices fall more generally out 
of parity with the internal level of prices and costs, it may be asked 
whether a general measure, such as the appreciation of the krona, 


1 The system of export duties of 1950-52 was made up in the main of a series of 
agreements between the government’s Trade and Industry Commission and the 
forest industry organizations. The agreements aimed at smoothing out cyclical 
fluctuations; the revenue derived from the duties was to be set aside in various 
funds (i.e. was sterilized), of which part was to be repaid at a future date to the 
firms concerned, the rest to be earmarked for special purposes. The agreements 
varied in detail, but they evidently did not act effectively as a brake to inflation 
—at any rate to judge from the rapid internal price rise in 1950-51, both for 
forest products and forest raw materials. (See the account of these events in 
Chapter m1.) 
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would not be a more rational policy. The lack of equilibrium would 
by this argument be ascribed to a maladjustment of the exchange 
tates, the latter being regarded as the unsettling factor needing to be 
set to rights; there would be no need to intervene in detail by means 
of discriminative export duties and import subsidies or, in the reverse 
case, with export bounties and import duties. Serious complications 
arise, however, if the exchange rates between the currencies of 
different countries have got seriously out of equilibrium. Thus the 
relatively severe price rise in certain countries (perhaps especially in 
South America) had the effect during 1951 of forcing export prices up 
excessively and of changing the direction of Swedish pulp exports 
(i.e. diverting them from the U.S.A. to Argentina) — a development 
which, according to reasonable criteria, should be regarded as a 
disturbance of equilibrium. In this way an extra inflation came about 
in Sweden both on the import and on the export side, as well as an 
unwelcome increase in the reserves of foreign exchange (in Argentin- 
ian pesos), while markets in the U.S.A. were at least temporarily lost. 
Obviously a general appreciation of the krona could not correct a 
situation of this sort. Nor is it easy to solve the problem by means of a 
system of export duties and import subsidies, discriminating between 
different trading countries. The solution can only be sought at the 
international level through a general plan for the revision of ex- 
change rates. 

If the country’s internal prices are examined, it will very likely be 
found that in general it is extremely difficult to decide whether any 
disturbances to equilibrium exist in the form of distorted price 
relations and if so whether they can be rectified by a discriminative 
fiscal policy. For example, it has been suggested that the prices of 
various investment materials (e.g. iron, cement, timber) might be 
raised during a boom period by means of special excise duties in the 
expectation that the rise of investment costs would check investment 
activity. As we saw in Chapter II, building activity is sensitive to 
increases in costs. It is argued that in an investment boom, when iron, 
steel and cementare in short supply, their prices do not rise sufficiently. 
The government could impose special taxes to correct the distortion 
and cause a more rapid and a larger rise in the prices of investment 
goods without producing an inflationary increase in profits. Con- 
versely, subsidies granted to these sectors could lead to a reduction of. 
investment costs in a depression. 

The difficulty with discriminative taxation and subsidies (‘point 
taxation’ and ‘point subsidies’), from the point of view of business 
cycle policy, is that in general there are no clear criteria by which one 
can judge which prices are too low during a boom and which prices 
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are too high during a slump. It is unusual for there to be such obvious 
disturbances to equilibrium as the extremely high export prices for 
forest products in 1951. The items have to be chosen and the amount 
of the tax or subsidy determined arbitrarily rather than according to 
any clear principles. Although it is known that a tax on investment 
goods will in general restrict investments, our knowledge of the 
economic consequences of such a measure is about as vague as it is 
concerning the effects of raising the interest rate or of a general sales 
tax. There are no grounds for claiming that it is easier to obtain more 
precise knowledge about the general economic effects of one form of 
economic policy than about another. My own view is that with a 
highly discriminative fiscal policy it is necessary to know very much 
more about the consequences of actions taken, for the simple reason 
that such actions involve interference in detail with prices and with 
the allocation of production and therefore affect the economic 
prospects of individual firms and branches of production. It is 
necessary to discriminate between goods which are taxed and goods 
which are not. This should only be done after careful consideration 
inter alia of the possibilities of substitution. If the home consumption 
of, for example, cement, iron and bricks is liable to high excise duties, 
then not only should the general economic effect of these duties be 
considered but it is also necessary to discover whether these materials 
can be replaced by substitutes and how employment, distribution of 
income, etc., would thereby be affected. 

Discriminative fiscal measures cannot be defended on the grounds 
that general monetary or fiscal policy also affects price relations and 
substitutions and that these effects also cannot be judged in advance. 
As I see the situation, there is all the difference in the world between 
a policy in which the government brings about a limitation of total 
demand through general methods (e.g. via credit conditions) and 
leaves the fixing of prices and questions of substitution to the 
individual market decisions of businessmen and consumers, and a 
policy in which the government intervenes directly in the price 
system and in the allocation of production. The same kind of un- 
certainty is created for private business by such a taxation policy as 
by a policy of detailed price regulation, since there generally are no 
clear criteria governing the measures of interference. 

It must be emphasized that this discussion of the possibilities of 
detailed interference with the processes of price formation by means 
of a discriminative fiscal policy started out from general policy aims 
(the stabilization of the business cycle or the achievement of general 
economic equilibrium). But taxes and subsidies also aim, often 
primarily, at achieving a redistribution of incomes between different 
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branches of activity or a direction of the production along lines 
determined by considerations other than those of general economic 
stability. Margarine is made expensive by a high excise duty and 
rents are kept low by means of large subsidies. The intention of these 
interventions is to restrict the consumption of margarine and increase 
the demand for houses. The interferences with the price system here 
have quite definite aims in view. The main intention is not to achieve 
certain general objectives which concern general economic equili- 
brium but merely to bring about certain specific results; the desired 
results have a definite relationship to the interventions, presupposing 
a knowledge of the specific effects that the price changes will have. 
Obviously these aims can be discussed and examined from the point 
of view of whether they are in conflict with other possible policy aims. 
There has been considerable conflict in the examples given, both 
taken from recent Swedish experiences. The targets of housing policy 
have conflicted to some extent with the aim of creating general 
economic equilibrium since it has created an excess demand for 
houses; the artificial raising of the price of margarine relative to the 
price of butter has redirected the use made of Sweden’s productive 
resources in an inefficient manner. 

General sales taxes, general investment taxes, a tightening of the 
regulations for depreciation allowances in the assessment of profits 
taxes — changes of this sort in economic policy are primarily aimed 
at influencing total demand and letting the detailed consequences 
work themselves out through processes of adaptation in a countless 
number of markets which are not and cannot be subject to central 
scrutiny. The general nature of the policy need not be seriously 
altered because certain exceptions are made, e.g. in the liability to 
sales tax of goods of particular social importance. The exceptions are 
conditioned by a conflict between social aims and those of business 
cycle policy. So long as interventions are limited to carefully selected 
exceptions, the general feeling that there are no objective criteria of 
judgment will not arise, as it does with the imposition of ‘point 
taxation’ and the application of physical controls. If fiscal policy uses 
the method of applying relatively high taxes to a limited range of 
goods — and similarly at paying out subsidies — the principles on 
which the choice is made must be made clear along with the 
motive of aiming at general economic stabilization; the reasons 
given should relate to the changes in price relationships and in the 
development of production and consumption which are expected to 
follow from the discriminative measures. This may be relatively 
simple when there is such an obvious distortion (or disturbance of the 
equilibrium) of price relationships as occurred in the rise of export 
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prices in 1951. At other times, when no obvious criteria exist, the 
aim of general economic equilibrium needs to be supplemented with a 
detailed statement of the government’s intentions towards the 
development of prices, production and consumption at the different 
points of intervention. The overt aims of economic policy then have 
to be formulated more ambitiously, at the same time as higher 
demands are placed on the need for knowledge concerning the effects 
of the interventions. 

This aspect of the problem becomes especially apparent in the 
demands which are put on fiscal policy in an economy near full 
employment. In that situation, the aim of economic policy may be to 
localize an increase in demand and employment to certain limited 
areas (either by regions or by industries) and to neutralize the multi- 
plier effects of any stimulus which may arise. An increase in govern- 
mental expenditure to give direct or indirect support to the areas 
selected can be offset by raised taxes or decreased expenditure in 
others, so that secondary effects are prevented. Directed expansion 
can be similarly achieved if the government’s increased spending is 
offset by the freezing of the attendant addition to liquidity in the 
banking system. This approach thus involves an aim of economic 
policy (to come closer to full employment) which, if inflationary 
strains are to be prevented from arising, may necessitate a highly 
discriminative fiscal and monetary policy. There has to be a comp- 
licated balancing of different ends and means. The opinion put 
forward in this chapter is simply that the use of highly discrimina- 
tive measures as a means of economic policy has to be accompanied 
by a more ambitious statement of the objects of policy. The aims do 
not merely refer to such general categories as the achievement or 
maintenance of a high degree of full employment and a stable value 
of money but also to such specific targets as the development of pro- 
duction, consumption and income in different sectors of the economy. 
Such a policy requires a great deal of knowledge of how these 
detailed interventions will operate. These demands on fiscal policy 
will be discussed in more detail from certain points of view in the 
next chapter. 
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CAUSES OF WAGE INFLATION 


The limits to wage increases. Wages have increased so rapidly in 
Sweden since the end of the war that wage policy has become central 
to all discussions about inflation. Average hourly earnings in industry 
approximately doubled from 1945 to 1952, increasing by an average 
of 11 per cent per year. The active role of wages during the post-war 
period has been in marked contrast with their unobtrusive position 
during the inter-war period (see Chapter 1, pp. 50ff). It is not entirely 
satisfactory, therefore, to consider the general economic equilibrium 
on the assumption that the development of wages and other incomes 
can be taken as given, as is done in the inflationary gap calculations 
and in the preparation of the national budgets. Some theoretical 
analysis of wage changes in themselves is necessary before the possi- 
bility of preventing or checking inflation by fiscal or other means can 
be assessed. 

Referring back to the discussion of the criteria of monetary policy 
in Chapters v and vi, I first want to consider what general develop- 
ment of wages would be compatible with a stable price level. Let us 
assume that the aim of economic policy is to maintain, at least in the 
long run, a more or less stable cost of living. The national income per 
employed person may be assumed to increase over the long period, 
judging from earlier experiences, by 2-2.5 per cent per year. Post-war 
experiences would raise this figure to about 3.5 per cent per year, but 
it can hardly be expected that this rate of progress will be maintained 
indefinitely. In so far as the wage earners’ share of the national income 
keeps fairly constant, this percentage figure also represents the annual 
increase in the average income per wage earner which is possible if 
the price level is to remain stable. It should be observed, however, 
that, within any particular occupation or trade, the room for annual 
wage increases will on the average be less than the total rise in pro- 
ductivity in view of the transfer of man-power from areas with a low 
level of wages to areas with a higher level. 


* The possibility of increasing the share of wage-earners in the national income 
will be discussed later. It should be added that the improvement in consumption 
standards possible on the average for all workers may be expected to be substanti- 
ally less than the annual rise in the wage incomes which is possible at a stable 
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Attempts to make the concept of the ‘room for wage increases’ 
more precise have no great significance in this context. However the 
calculation is carried out, the broad result is the same: the mainten- 
ance of a fairly constant price level implies a severe limitation of 
annual increases of money wages. If the points made in the footnote 
beginning on p. 230 are also considered, the rough conclusion is 
that the ‘room for wage increases’ would on the average be no larger 
than 30-40 per cent in each decade if a constant price level is to be 
maintained. Wages in Sweden have increased since 1945 on the 
average by three or four times that rate. Even during the ‘wage- 
freeze’ of 1949 and 1950, when existing collective wage agreements 
were generally renewed, the actual increase in wages was, on account 
of ‘wage slides’ (see below), considerably greater than the available 
‘room’. ; 


Problems concerning the price system. Before examining the possibil- 
ity of pursuing a wage policy so restrictive that actual wage increases 
are confined within the ‘room’ indicated above, I must first empha- 
size that a wage development of this sort is no more than a necessary 
precondition for the stabilization of the price level. There are serious 
risks that a strongly restrictive wage policy which has come into 
existence in one way or another will not produce the expected results. 

In the first place it should be noted that productivity always in- 
creases very unevenly in the different branches of the economy and in 
different firms. Large improvements in productivity generally occur 
with great irregularity inside the leading firms and in certain branches 
of the economy as new techniques, rationalized methods of produc- 
tion and distribution, etc., come to be adopted. The result of this is 
that, if a wages policy is to be restrictive, the price level must be kept 


price level. This involves certain complications. As was pointed out in Chapter 1, 
the unfavourable development of the age distribution of the population during 
the coming decade may well result in a situation in which the possible improve- 
ment of standards per individual (per unit of consumption) will rise more slowly 
than the productivity. The possibility of a rise in the private consumption per 
individual is still further limited, of course, if an increasing share of the national 
income is to be disposed of in collective consumption, financed by the state and 
municipalities; an increase of investments for public utility purposes has the same 
effect. In the statement of 1950 on Sweden’s long-term prospects, it was calculated 
that, with the average terms of trade of 1950, with an assumed annual increase in 
production of 3 per cent and an annual increase in population of somewhat more 
than 4 per cent, the room for expansion of private consumption per head of popu- 
lation during the period 1951-55 would be about 1} per cent per year. See 
Ekonomiskt langtidsprogram, 1951-55 (S.0.U., 1951:30), pp. 101-2. The actual 
development was more favourable, however, private per capita consumption 
rising annually by about 2.5 per cent in the years 1951-54. 
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stable by means of price reductions by those firms and branches of 
the economy which have made the large advances in productivity 
in order to compensate for the price increases caused by the higher 
labour costs in the other sectors where little or no improvement in 
productivity has been made. In an economy with a high level of 
employment, these compensating price reductions do not come about 
automatically. There is a risk that excess demand (i.e. the existence 
of a sellers’ market) in some sectors will produce upward ‘price 
slides’ which are not counteracted by price reductions elsewhere. If 
the tendency for prices to rise persists it will in the end be impossible 
to proceed with a restrictive wage policy. 

Another and considerably more serious risk that a restrained wage 
policy might not result in stable prices arises when outside (e.g. 
foreign) influences give an impulse to higher prices. Even if export 
and import prices could be maintained at a relatively stable level in 
the long run, the fact still has to be considered that large price 
fluctuations occur in connection with the international business 
cycle. In a consistently applied long-term policy of price and wage 
stabilization, the rise which occurs in the cost of living during periods 
when foreign prices are rising must be offset by reductions in the cost 
of living during periods when foreign prices are falling. There is a 
serious danger that, if employment is kept at a high level, the trend 
of prices over the cycle will nevertheless be upward, even when 
Swedish export and import prices are declining. As was pointed out 
in Chapter v, the long-term value of money was kept stable in the 
past owing to the fall of prices during depressions. An inflationary 
tendency is likely to become predominant in the long run if wage 
earners and businessmen assume that the periods of falling prices are 
becoming less frequent, less certain and less severe. In that case, price 
rises originating abroad more or less simultaneously release internal 
increases in wages and other incomes by way of compensation, the 
result being, in view of the downward immobility of wages, a rising 
trend in wages which easily goes beyond the limits permitted by the 
secular rise in productivity. Even if import and export prices return 
to the initial position in a subsequent cyclical downswing of inter- 
national economic conditions, the inflationary phase has lifted wages 
irreversibly to a higher level, and the new level remains as a perman- 
ent legacy. Obviously the tendency towards increases in the cost of 
living and wages will be stronger if import and export prices follow 
a long-term upward trend. 


? Also to be included in this category is the possibility of a rise of agricultural 
prices in consequence of bad harvests, etc. 
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The absence of motives for restraint in wage policy. After this general 
survey of the various difficulties in the way of achieving effective 
results with a restrictive wage policy, the next step is to consider how 
a wage policy takes shape in practice in an economy with full em- 
ployment where inflationary tendencies are present. In the condi- 
tions assumed, there will be an excess demand for labour. In view 
of various circumstances — the fact that there is very little or no 
unemployment, that it is evident that firms wish to employ more 
man-power than exists, that prices are either rising or expected to rise 
and profits are high — Trade Unions make claims for large wage 
increases. The severe competition for labour between firms, the high 
profits and the possibilities of obtaining full cover for higher wage 
costs in view of the inflationary situation, reduce or eliminate the 
ability of employers to withstand the wage claims. 

Economic factors of this kind leave a great margin of uncertainty 
in the determination of the size of the actual increase of money 
wages; numerous political and psychological factors play a decisive 
part. It would certainly have been possible in the years of inflation 
since the war for the Swedish Trade Unions to have gained larger 
wage increases than those which actually came about. In fact the 
Swedish Trade Unions have acted with considerable restraint in the 
wage claims they have made during the years of inflation. Their 
policy has been to co-operate in their own interests with the policy of 
price stabilization. They have not exploited their favourable position 
in wage-bargaining, especially in view of the ability and willingness of 
firms to pay higher wages, to the greatest possible extent. During the 
years 1949 and 1950 and to some extent also during 1953 and 1954, 
the Trade Union movement agreed to renew the existing collective 
agreements without making fresh claims. But even in the other post- 
war years, the trade unions could certainly have forced through larger 
wage increases than they did in different sectors of the economy. The 
‘wage slides’ (amounting to an increase of 4 per cent) which occurred 
during those years may be regarded in part as symptoms of the fact 
that the wages established by the collective agreements were lower 
than the wages which could have been obtained.t The employers’ 


1 The Swedish expression ‘wage slide’ applies to increases which occur between 
the beginning and end of the year over and above the calculated increase provided 
for by the collective agreements. It is not possible to be accurate in assessing the 
actual size of the wage slide over the course of a year. In agreements on minimum 
wages, the distinction between a rise according to agreement and a wage slide 
must be somewhat obscure. It should also be noted that certain forms of wage 
slide have been normal and have always occurred in connection with technical 
advances and piece-rate wages. During the inflationary years of the post-war 
period, the competition between firms for man-power in short supply has resulted 
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associations also made efforts to persuade their members to resist the 
temptation to offer wages above the rates established by the agree- 
ments. 

The willingness and ability of both workers and employers to 
follow a restrictive wage policy in an inflationary situation depends 
upon a number of factors of a political, psychological and sociologi- 
cal nature. In the present context it is sufficient to establish that the 
problem of price stabilization cannot be solved simply by taking for 
granted in a situation of full employment the existence of voluntary 
restraint towards wages on both sides of the labour market. It is 
reasonable to expect, as the report referred to in the footnote points 
out, that trade unions will support a wage-freezing policy only as one 
element in a general effort to stifle an acute inflationary development. 
But over a long period it will certainly appear pointless for workers 
to co-operate in a restrictive wage policy when the employers show by 
competing for labour that they are able and willing to pay higher 
rates than those established by collective agreement. The organiza- 
tions of workers and white-collared workers have stated explicitly 
that they believe that their future position would be jeopardized if 
they assumed a great degree of social responsibility which would 
cause them to function in a manner which would conflict with their 
normal duties towards their members. 

{t is important from the point of view of economic policy to ask to 
what extent and in what ways the attitude to wages of the parties in 
the labour market may be thought to be conditioned by economic 
factors which can be influenced by the means of economic policy. It 
is reasonable to suppose that the co-operation of both labour and 
employers’ organizations in using a certain amount of restraint in 
their wage policies, is determined to a large extent in consideration of 
the economic consequences of large wage increases. The fear that a 
recession might result from excessive wage increases can hardly be 
said to have been in the forefront of people’s minds during the post- 
war period until the negotiations for collective agreements in 1952-53. 
It is obvious, however, that so far as exports are concerned, the 


‘ An enlightening analysis of the attitude and tasks of the trade union move- 
ment in this respect is recounted in the report of a committee of the central organi- 
zation of Swedish trade unions, Fackféreningsrérelsen och den fulla sysselsdttnin- 
gen (Stockholm, 1951). See especially the section “Den fackliga l6nepolitiken’, 
pp. 129-64. 





in an abnormally large and continuous wage slide which, according to calcula- 
tions made by the research section of the Swedish Confederation of Trade Unions, 
amounted to about 4 per cent per annum for industrial workers during the years 
1947-50. 
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awareness of the necessity of remaining competitive in the inter- 
national markets must always be present as a latent cause of uneasi- 
ness and must give rise to misgivings when excessive wage increases 
have to be met. It is possible that thoughts of this sort played some 
part in the agreements for wage stabilization during 1949 and 1950. 
In the autumn of 1948 and the spring of 1949, Sweden was reminded 
for the first time since the war that her exports would not continue 
indefinitely to enjoy the carefree conditions of a sellers’ market. 
Nevertheless the co-operation of the trade unions, and of other 
organizations concerned, in the policy of wage stabilization of 1949-50 
was principally motivated by the interest, held to be common to all 
parties and to the state, in the attempt to bring to a halt the fall in 
the value of money. The general rise in prices was regarded as some- 
thing intrinsically bad. As was pcinted out earlier, this reaction was a 
transient one; a policy of stabilizing the value of money could not be 
based on the assumption that such attitudes would persist in a 
permanent condition of full employment. 

So far as can be judged from Swedish post-war experiences of full 
employment and inflationary pressure, wage restraint cannot be 
assumed to follow from the fear that unemployment might come 
about in the future in consequence of excessive wage increases. The 
connection between cause (higher wages) and effect (unemployment) 
would have to stand out quite unmistakably for such a reaction to 
have any substantial stabilizing effect. Such a fear of unemployment 
is unlikely to come about unless the risk of unemployment is actually 
present, or, in other words, unless the presupposition of high em- 
ployment ceases to be fulfilled. This is indeed the central problem for 
an economic policy of wage stabilization. But before the conceivable 
solutions to this problem are discussed at greater length, it is first 
necessary to analyse in more detail the reasons for the remarkable 
advance of wages in Sweden since the war. 


Wage differentials as a source of inflation. One argument in favour of 
relatively large annual wage increases is based on a demand for the 
removal of existing wage differentials. If wages are stable or rising 
very gently, a removal of what are considered to be unjust wage 
differentials between different occupations or sectors of the economy 
cannot be accomplished — or can only slowly be accomplished — 
since it must be assumed that in general it is not practical politics to 
try to reduce those wages which are considered to be too high. 

It will inevitably be a matter for discussion, with wide margins for 
disagreement, what wage differentials are to be regarded as unaccept- 
able. Before one can decide whether there is a genuine difference 
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between the wages paid for comparable work, one must first take into 
consideration such factors as possible differences in the type of work, 
different demands made upon skill, unavoidable differences in the 
cost of living, etc. It is also debatable whether a particular shortage of 
certain kinds of labour, or a labour shortage in certain sectors of the 
economy, will be accepted by the trade unions as valid reasons for 
the payment of different wages. In fact, the wage differentials in- 
volved have often been so large that they have been outside such 
‘margins for discussion’. Thus very large gulfs existed in Sweden in 
the 1930s between wages—e.g. between the very low wages in 
agriculture and forestry and the much higher wages in urban indus- 
tries in general, or between the often severely depressed wages in a 
number of export industries and the high wages in a number of 
protected home market industries. These differences were widely 
regarded as unjust and during the war years they were removed to a 
considerable extent through the solidarity wages policy launched by 
the Confederation of Trade Unions. Wage differentials still existed in 
the post-war period, however, and new disparities arose, most of all 
perhaps during the years of the restrictive wages policy. 

It is a natural outcome of the dynamics of economic development 
that unfair wage differentials tend to be removed and that new 
differentials are constantly arising. It is always possible for some 
category of wage earners to point to another comparable group ina 
better wage situation which, from some point of view, can be repre- 
sented as unjust and which provides a good motive for demanding 
a wage increase. Firms and sectors of the economy wanting (and 
able) to lead the way with higher wages and social improvements, 
gradually enforce corresponding demands in other spheres. The 
advantageous wage conditions since the war in state and municipal 
employment were not without importance in providing a standard to 
be aimed at for wage demands in the private sector of the economy. 
At the same time, the relatively privileged position of salaried 
workers, perhaps especially in the public sphere, provides grounds for 
demands for better conditions of employment by industrial wage 
earners. There is in fact no limit to the possibilities for a union 
secretary equipped with statistics and imagination to discover injus- 
tices suffered by every single organized group of interests in the 
community and to provide strong grounds for claims for wage in- 
creases to abolish the differences. For the central bodies of the 
workers’ and salaried staffs’ associations, the problem has been to 


* For a detailed discussion of these questions and also fora statistical investiga- 
tion of the extent of wage differentials, see Fackforeningsrérelsen och den fulla 
sysselsattningen. 
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prevent as far as possible the creation of widely divergent wage 
movements. The principle of the solidarity wages policy involved a 
differentiation of wages according to the principle of equal pay for 
equal work. This principle often comes into conflict with the deter- 
mination of wages according to the financial strength of the different 
sectors of the economy and their willingness to pay higher wages or by 
the relative bargaining strength of the respective organizations in the 
labour market. Certainly, the total wage increase on any given occa- 
sion is very likely to be greatest if each trade union seeks to obtain 
extra increases in those sectors where business profits are especially 
large or where the burden can easily be passed on to the consumer. 
The result of a highly differentiated wages policy of this kind would 
certainly be to strengthen the wage inflation and to increase the wage 
differentials, thus giving rise in turn to fresh demands. From these 
points of view, the solidarity wages policy, which the Confederation 
of Trade Unions in particular has tried to bring about and which has 
to some extent characterized collective bargaining in the post-war 
period, probably meant a moderation of the wage inflation. 

Wage differentials, which are regarded as unjustified and unjust 
and therefore to be removed through a solidarity wages policy, give 
rise, however, in conditions of full employment to a special form of 
wage rise momentum. Considerable increases in relatively low wages 
tend to release extra wage demands in other sectors. This may occur 
in different ways. In an inflationary economy of the post-war type it 
cannot be assumed that there will be more opportunity for raising 
wages in branches of the economy where wages are low than in other 
branches. For that reason one cannot expect special moderation in 
the high wage sectors where profits are large when extra wage 
advances are granted in neglected areas. On the contrary, these tend 
to induce in the other branches of the economy larger wage claims 
than would otherwise have arisen, leading in turn—in order to 
maintain the process of levelling — to further wage claims from the 
low wage areas. There is often the further complication, of course, 
that the trade unions in the high wage sector do not regard the 
demand for levelling as justified; on the contrary, they may well 
consider the differentials natural and just and want to maintain 
them. Claims for compensation thereby arise just as much from the 
fact that the relative increase of the wages of certain groups has been 
below average (and therefore unjust) during a preceding period as 
from the fact that for other groups the level itself is below average 
(and for that reason unjust). 

It is thus easy to understand that differences in wage levels or in 
wage developments regarded for one reason or another as unjust 
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easily lead in an inflationary situation to a race between wages in 
different sectors of the economy and different groups of trades. A 
race also takes place of course between wages and prices. This is the 
most apparent in the formation of agricultural prices and wages. 
Relatively large increases were made in the wages of farm workers 
during and after the war in order to diminish the wage disadvantages 
of that group compared with urban workers. One of the principal 
lines of agricultural policy, decided on at governmental level, is that 
the incomes of farmers should be raised to a par with wages in other 
industries. This policy might be described as a kind of solidarity 
income policy. Since increases in the wages of farm workers implied, 
through the Swedish system of regulation of the prices of agricultural 
produce, a corresponding increase in the incomes of farmers and 
therefore normally brought about increases in food prices, wide- 
spread claims for compensation arose from other wage earners. 
Compensatory wage increases may then occur after a certain time 
lag, followed by further price rises, the result being a sort of chain 
reaction with a gradual transmission throughout the entire economy 
of the impulses to higher prices and wages. The momentum of price 
and wage increases is not automatically diminished if—as has 
happened in recent years — the agreements for farm workers’ wages 
and agricultural prices have been made at approximately the same 
time and in the main in connection with the general industrial 
collective agreements between the parties on the labour market made 
annually around the turn of the year. The enormous increase in the 
consolidation of group interests into organizations during the post- 
war period — along with an accompanying perfection of the techni- 
ques of calculation and forecasting — have made it possible for wage 
negotiations to take into consideration the likely effects on prices of 
the increases granted in the eventual agreements reached. This 
question is further dealt with in the next section. 


The relation between price and wage changes. The experiences of the 
post-war inflation have very definitely killed the old myth that 
workers’ nominal wages do not keep up with prices, with the result 
that real wages fall behind. The old adage says that ‘prices go up by 
the lift, wages walk up by the stairs’; at no time in the last 100 years 


* See the pronouncement of the Swedish Finance Minister on the directives for 
the future agricultural policy in Proposition No. 75, February 1947, p. 123: ‘The 
immediate aim for government action in agriculture should be, in my opinion, 
that people working in agriculture have the same chance as people following 
other trades of attaining a reasonable level of income and of having a share in the 
general rise in prosperity.’ 
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has this been completely true. If one examines the movements of 
Swedish industrial wages before 1914, it can be established that real 
wages after 1860 with few exceptions rose fairly continuously in 
periods of rising prices as well as in periods of falling prices (the 
increase in real wages during the inflationary expansion of the early 
1870s being particularly large). But the greatest advances in real 
wages seem to have been made as a rule during periods of falling 
prices (especially in the 1880s and 1890s) — a circumstance which is 
also in accordance with the experiences of the inter-war period and 
perhaps to some slight extent with those of the post-war period.? 
Prices rose and real wages were reduced, on the other hand, when the 
real national income feil in the two world wars, higher prices being 
to some extent merely a symptom of lower productivity.’ 

The essential difference between the experiences of the post-war 
period and of earlier periods concerns employment. The relatively 
large increases in real hourly earnings during periods of falling prices 
and cyclical depression in the past occurred partly at the expense of 
reduced employment; in the subsequent revival, employment 
increased but often at the expense of a certain lag in the increases to 
real hourly wages. It was this scissors effect of alternating variations 
in employment (or unemployment) and the rate of wage increases 
which led to the long term stability in the value of money before the 
First World War as well as between the wars. After 1945 employment 
was consistently high and level, and the rate of wage increases — 
though still varying — was more or less at inflation tempo the whole 
time. 

From the short-run point of view and with no consideration of 
possible repercussions on employment, the problem facing trade 
unions in formulating their general wage policy appears extremely 
simple. It may be expected that any additional increase to nominal 
wages will lead, in an inflationary economy of the post-war type, 
to a gain in real wages for the workers. If no complications arise, the 
increase in prices which will be caused by the addition to wage costs 
is likely to be less than the extra income gained by the wage earners, 
whether price control is in operation or not. 

This is illustrated quite simply in the following arithmetical 


‘See Gésta Bagge, Erik Lundberg and Ingvar Svennilson, Wages in Sweden, 
1860-1930, Part I (Stockholm, 1933), pp. 160-6. 

2 See Table X, Chapter u, p. 52. In the post-war period, the largest increase in 
real wages occurred at the time when there was a tendency for prices to fall, in 
1952. 

3 Cf. the discussion of these circumstances from the point of view of economic 
policy described in Chapter vi. 
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example. The national wage bill in the initial position is assumed to 
be 20,000 million kronor of which 25 per cent (5000 million kronor) 
arise in the production and sale of capital goods (gross investments), 
15 per cent (3000 million kronor) in export industries and the remain- 
ing 60 per cent (12,000 million kronor) in the consumer goods sector. 
The short-term effect of a general wage rise of 10 per cent (2000 
million kronor) — assuming no countervailing rise in productivity — 
may be illustrated as follows: 


Extra wage payments in Rise in prices of 
Investment area Exports Consumption area consumer goods 
500 300 1200 1200 


The total wage bill has been increased by 2000 million kronor but 
the prices of consumer goods corresponding to the increase in wage 
costs, according to the price-fixing practices assumed in this example, 
need only be increased by 1200 million kronor. The difference 
corresponds to the increase of real wages (gross, including taxation). 
How large a part of this increase will go towards increasing con- 
sumption and thus towards exerting inflationary pressure, depends 
inter alia on marginal savings and taxation; the effect of the price 
increase on the consumption and savings of the fixed-income groups 
must also be considered. Possible effects on the inflationary gap are, 
however, of secondary interest in this connection. Under our initial 
assumptions, it is clear that the real incomes of wage earners will be 
increased by inflationary wage increases of this sort. 

In this example, very specific but not unreasonable assumptions 
were made of how and why the prices of consumer goods lag behind 
wages. Increased capital costs influence prices gradually and in the 
long term. This is still more true of higher export costs which, of 
course, have no direct connection with changes in import prices. 
There are in fact good reasons for supposing that in the short run — 
say for one year after the wage increase — a multiplicity of factors 
will cause consumer prices to lag behind wages. A firm’s direct wage 
bill is often only a fraction (say 34-4) of the total costs of production 
of a particular commodity. Some time elapses before price increases 
succeed in breaking through all stages of production and distribution 
and find expression in a price rise corresponding to the whole 
increase in wage costs—and during that time real wages have 
increased. To illustrate the point, let it be assumed that a general 
wage increase of 10 per cent at the start of the year leads to a gradual 
increase in the price of consumer goods, reaching 6 per cent by the 
end of the year; the average increase in prices over the whole year 
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thus amounts to 3 per cent so that the average increase in real wages 
for the year is about 7 per cent. A fresh substantial advance may then 
occur with the new wage agreements at the turn of the year and the 
process may start all over again. Profits may be maintained during 
the process of inflation thanks to a relative decline in nominal fixed 
costs.! The possible effects on foreign trade will be considered in a 
later section. 


The wage multiplier. Such a process cannot very well continue, 
however, at a slow tempo, with real wages increasing. If the process 
is allowed to develop according to its own inherent dynamics, it 
easily degenerates into an accelerated inflation. There are many 
reasons for this. The lower limit for wage demands is shifted upwards 
in the process of inflation; the upper limit is, as has been pointed out, 
more indefinite in conditions of full employment, when the economy 
is protected in different ways against problems with the balance of 
payments. In the above example a lagging price rise would occur 
which might well motivate further claims for compensatory wage 
increases. This would mean that the same scissors effect in the rela- 
tion between wages and prices which in the first place gave rise to an 
improvement of real wages, then automatically becomes the starting- 
point for new moves for wage increases in order to maintain the 
level of real wages which had been attained. It is probable, moreover, 
that a continuous wage rise will gradually produce reactions on the 
part of employers in the form of more rapid price increases. This may 
mean that higher wage costs in the earlier stages of production and in 
the capital industries begin to affect the prices of consumer goods 
increasingly and more rapidly. The further risk is always present 
that the tendency towards higher prices and wages may be reinforced 
by impulses from foreign trade. It is reasonable to assume that 
increasing internal prices and wages will be followed in the long run 
by increased import and export prices, either through corresponding 
inflationary processes abroad or through an enforced depreciation 
of the krona. The alternative possibility — that the international 
inflation may be halted by more stable import and export prices — is 
treated in a later section. 

The next point is that increases in the cost of living, either actual 
or expected, lead, in a community with full employment and with well 


1 The development suggested in the text as a result of the inflation would imply 
a continuous increase in the share of total wage income in the national income. 
Swedish statistics show that this is not only a theoretical possibility. According to 
the national accounting statistics the share of total wages and salaries of the 
national income rose from 50 per vent in 1950 to 54 per cent in 1953. 
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organized and rationally led interest groups, to claims for compensa- 
tion which may be many times greater than the price rise for which 
compensation is sought. One can speak in this connection of a 
multiplier effect on wages. If one assumes, for example, that the trade 
unions anticipate a rise of 5 per cent in the cost of livin g in the course 
of a coming year or that they want to recover an unexpected increase 
of the same size which has occurred during the current year, the need 
for a wage increase to offset the effect on the standard of living of this 
price rise must lead to a minimum claim for wage increases substan- 
tially exceeding 5 per cent. It is here assumed, and quite reasonably, 
that wage earners, like people in other income groups, wish to main- 
tain their accustomed standards of consumption, and accordingly 
require full compensation in their wages after the deduction of 
income tax. If one assumes, using the approximate present-day 
Swedish figures, a marginal income tax of about 30 per cent for 
workers and an average tax of about 10 per cent and an expected 
rise in cost of living as a result of the rise of the general level of wages 
corresponding to 25 per cent of the wage rise over the course of the 
year, the required general increase of wages becomes nearly 10 per 
cent. The wage multiplier in this example would thus be somewhere 
near 2. With a rise of nominal wages of less than 9.5 per cent, the 
increase in disposal income (after deduction of taxes), reckoned as a 
percentage, would be less than the rise of the cost of living index. 


* The workers’ average wage is designated by w, the wage increase by A w, the 
marginal tax by tm, the average tax by ts, the price level for consumer goods by p 
and the consequential price rise by A p. The induced price (k) of the cost of living 
from a rise in the wage level is defined in the following equation: 

ae REN 
Ww 
The workers’ disposable income (after taxation), measuring their potential con- 
sumption, has been reduced or is expected to be reduced by a price rise of a per 
cent. The worker will accordingly seek compensation for the amount a(1—ts).w 


through a rise of the money wages (A w). This aim of wage policy is expressed in 
the equation: 


(di-=tia)) kiwres Cabana AES: =*) 
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The factor » , the wage multiplier, thus indicates how much larger than 


1—ts 
the given price rise the percentage wage rise must be in order to provide full 
compensation in the sense indicated. 
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As shown in the footnote in this type of calculation of ‘rational wage 
demands’ the size of the wage multiplier becomes dependent on 
the tax structure and the induced effect of the wage increase on 
consumer prices during the period under consideration. 

An arithmetical model of this type for rational wage demands is 
of course on the whole of very limited value for explaining actual 
wage developments during the post-war period. The model certainly 
does show, however, a tendency in the planning of wage policy in a 
full employment economy with a rising price level that under some 
circumstances may become very real. An approach was in fact made 
towards putting such calculations into practice during the wave of 
inflation in 1950-52. The wage claims for 1951 were based on detailed 
‘compensation calculations’ of this type. The startling rapidity of 
the rise in the cost of living in 1951 (of 19 per cent) partly in conse- 
quence of the wage increases, led to fresh large claims for wage 
increases for 1952; an attempt was made in these claims to take 
account of the price increases which were expected to arise as a 
consequence of the new rise in the wage level. As things turned out, 
however, part of the expected induced price rises did not come about 
owing to the turn of the business cycle in view of the more severe 
foreign competition, with the result that the actual improvement in 
real wages became unprecedentedly large (see Chapter m1). 


The inflation potential in a community with comprehensive and powerful 
group organizations. Despite its limited value for explaining an actual 
wage development, the above model does throw some light on the 
inflation potential in an economy which is so thoroughly ‘organized’ 
as the Swedish. The formula in the footnote shows how, at given tax 
rates, an increase in the induced effect on prices of a wage rise (k) 
results in an increase in the wage multiplier, i.e. gives grounds for 
higher wage claims intended to achieve the requisite compensation. 
The Swedish system of agricultural price fixing has had particular 
significance in this connection. A rise in the wages of farm workers 
(which can be assumed to follow the general wage level), if it exceeds 
the calculated rise in productivity, results in an automatic adjustment 
of agricultural prices in which agricultural entrepreneurs also obtain 
much the same improvement of income as agricultural wage earners. 
As more and more groups in the community organize themselves, the 
compensation or index mentality spreads; even entrepreneurs 
become increasingly able to derive compensation quickly and 
effectively for rises in wages and other costs and the consequential 
effect on prices, and thus on the wage multiplier, is increased — 
processes which may occur to a cumulative extent as the period of 
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inflation is prolonged.* At a certain stage the system explodes — i.e. 
the multiplier becomes so enormously large that, however great the 
wage demands that are made, they are still insufficient to offset the 
price rise.* A situation would then eventually come about in which 
the groups of the community, while still behaving ‘rationally’, 
listened to reason; only relatively small groups would be left to be 
‘cheated’ through the continued deterioration of the value of money 
— for that is indeed the ultimate effect. What wage earners, farmers 
and many other groups could, through continued inflation, continue 
to squeeze out of the less protected (i.e. the unorganized) income 
receivers who obtain their incomes from interest on capital, pensions, 
annuities, or from nominally fixed payments of one sort or another, 
would be taken care of by the state as a result of the rising marginal 
taxation. After passing the limit, it would ‘pay’ the organized 
groups to /ower wages and prices in order to ‘cheat’ the government 
instead of the weak (i.e. weakly organized) members of the com- 
munity. 

It is obvious that the arithmetical example examined above — like 
all such models — should not be misused by being made the basis of 
more precise conclusions. The model for the wage multiplier should, 
however, reveal an important aspect of the way in which income 
formation has functioned since the war, in effective contrast with 
the pattern of behaviour during the inter-war period. Within the 
organized income-receiver groups — above all those of the workers’ 
and civil servants’ trade unions and of the agricultural associations, 
together representing nearly three-quarters of the total private 
incomes in the community — there is no thought of ‘letting themselves 
be cheated’ by future price increases. The organizations draw up 
their wage and income policy according to standards which are, 
from the short-term point of view of each separate body, rational for 
the purpose of procuring a ‘fair share’ of the rise in productivity. 
In conditions of inflation they are, moreover, in a position to enforce 
acceptance of their demands. Such a system of income formation 
gravitates, for the reasons indicated, towards an inflationary situation 
in which price and wage increases do not tend towards any kind of 


‘A certain ‘braking effect’ would be applied as marginal taxation grows more 
quickly than average taxation (see Chapter 1x, p. 223); but, according to the 
assumptions made in this model, this would lead to a further rise in the wage 
claims. The state is in this model assumed to be neutral, i.e. government expendi- 
ture grows sufficiently quickly to neutralize the effects of increased tax yields. 

—tm 
I—ts 
effect on prices is about 3 (if regard is taken of the fact that some increase in 
marginal taxation occurs in connection with the inflation). 
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equilibrium position. In view of the dynamics of income formation 
discussed here, the government’s task of bringing about stabilization 
by its economic policy is made very much more difficult than it was 
under the relatively static conditions of income development during 
the 1930s. One has to bear in mind among other things the risk that 
exchange difficulties may well accompany the strong tendency 
towards inflation which exists in an economy such as the Swedish. 
A devaluation of the krona, which in other conditions — as in the 
1930s — might be expected to ward off a foreign exchange crisis, 
would in an inflationary situation tend to release, via an immediate 
and largely non-recurrent rise in export and import prices a 
‘multiplier effect’ of rising incomes and costs in the country, a rise 
which may well be expected to eliminate at one blow most of the 
advantage to be derived from devaluation.’ 


PROBLEMS OF A WAGE STABILIZATION POLICY 


The level of demand. In an examination of the possibilities of prevent- 
ing a wage inflation by means of measures of economic policy, the 
problem is to identify those elements in the situation which provoke 
excessive wage claims on the part of trade unions and which lead to 
a weakening of the will to resist such claims on the part of employers. 
The foregoing discussion has pointed to certain relevant strategic 
factors. The following factors may be suggested as the main circum- 
stances which tend to provoke an inflationary development of wages: 
high employment and surplus demand for labour (factor gap), high 
profits, price increases expected or already operative, differences in 
the level of wages, and in wage increases which have occurred, in 
different occupations and branches of industry. The preliminary 
conclusion would thus be that it ought to be possible to moderate the 
wage rise by measures which would lead to a reduction of the surplus 
demand, of the general level of employment and of profits, a pre- 
vention of price increases and a removal of wage differentials. It 
might be expected that a certain anti-inflationary effect would be 
brought about through the successful accomplishment of any one of 
these objects. There is an intimate connection between the degree of 
employment (factor gap) on the one hand and the price rise (infla- 


1 A devaluation of 20 per cent, which results in a rise of 25 per cent (reckoned in 
kronor) in the prices of export and import goods may very well be expected to 
cause directly an increase of 5-10 per cent in the cost of living. If the wage multi- 
plier = 2, there will be a secondary increase of 10-20 per cent in wage costs. For 
a more detailed discussion of the transmission of a rise in import and export 
prices, see Chapter m1, pp. 71ff. 
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tionary gap), with its accompaniment of expectations of a continued 
rise of prices and profits (see Chapter vit), on the other. A reduction 
or elimination of the inflationary gap existing in a certain situation 
by means of a lowering of the level of total demand will, with certain 
reasonable assumptions, result first in a reduction or elimination of 
the factor gap, then in a reduction of the degree of employment. As a 
result of both these effects profits will be reduced and there will be 
less risk of a continuance of the price rise. It is not certain, however, 
that the rate of actual wage increases would also be reduced by this 
means. As has been pointed out above, both the wage claims of 
workers and the reactions of employers to them are influenced by 
numerous factors which are not purely economic, e.g. by all the 
complicated politico-psychological conditions which determine the 
degree of discontent shown by trade unions in making their wage 
demands and the degree of optimism as to profit expectations shown 
by employers in their resistance. No more can be said than that, 
ceteris paribus (e.g. with no change in either the degree of discon- 
tent or in the will to resist), the rate of the wage rise is likely to be 
moderated by a drop in the general level of demand. 

The experiences of the inter-war period gave examples of situations 
in which total demand was so low—with high unemployment 
(a negative factor gap), low profits (or losses) and a falling price level 
— that wage reductions occurred. Such situations would of course 
be theoretically possible in the conditions of the post-war period. At 
the same time the existence of over-full employment has given 
convincing evidence of the opposite trend: surplus demand and wage 
inflation. It is reasonable to imagine a situation somewhere between 
these two extremes, in which the general rate of wage increases lies 
within the boundaries of what is possible at a tolerably stable price 
level. But the necessary reduction in the general level of demand — 
whether accomplished by measures of monetary or fiscal policy or 
by regulations — implies the achievement of price and wage stabiliza- 
tion at a position which may involve considerable unemployment 
of labour and less than full use of other productive resources. 
It cannot therefore be regarded as a solution to the problems. 
This reflection is merely intended as an introduction to the examina- 
tion in the next section of the question whether it is possible to 
stabilize the price level in conditions of full employment by means 
of a discriminative policy, which would influence factors other than 
the general level of demand. The particularly strategic position of 
business profits will be made the starting-point for an examination 
of the possibilities open to fiscal policy. 
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Constriction of profit margins. In Chapter vai some simple relation- 
ships were shown between the degree of inflation and movements of 
prices and profits. It was suggested that, in a situation with full 
employment and an inflationary gap, a rise of prices accompanied 
by an increase of profits and business savings resulted, via a rise in 
wages and investments, in fresh inflationary impulses. This interpre- 
tation contains the dilemma to be faced by any policy of stabilization: 
full employment presupposes a level of profits which is so high that 
wage inflation results. The level of total demand which corresponds 
to full employment will, according to these concepts, produce such 
price conditions and high profit margins that it becomes profitable 
even for branches of industry and firms with relatively high costs to 
keep production going. The profits for the more efficient (inter- 
marginal) firms thereby become ‘unnecessarily’ high as do the total 
profits in branches of industry which are in a favourable cost situa- 
tion. Following the analysis in Chapter vill, it can also be said that 
high total profits within the economy are a necessary precondition for 
savings to be large enough to correspond with the high level of 
investment required to maintain full employment. But these high 
profits at the same time contribute towards releasing the wage in- 
flation. Even a considerable increase of wages in such a situation will 
not bring about a reduction in the demand for labour; as has been 
shown above, rising wages tend to upset the economy still further 
in the direction of inflation. 

This dilemma has been clearly shown in the Trade Union report 
mentioned earlier, Fackforeningsrérelsen och den fulla sysselsdttnin- 
gen." In the programme outlined in the report for a wage-stabilization 
policy in a community with full employment, the dilemma is solved 
as it were in two stages. The first stage of the suggested policy con- 
sists of bringing about a sufficiently severe compression of profit 
margins in the private sector of the economy to limit or eliminate the 
inflationary impulses produced there. The second stage deals with 


1 Op. cit., p. 148: ‘We then arrive at a central difficulty which must be overcome: 
for the sake of employment it is necessary to have opportunities for profit which 
are so high that the economy finds it advantageous to engage all available man- 
power; for the sake of stability, these high profits must be reduced, but then they 
no longer give full employment. This dilemma can only be solved by the com- 
munity’s abolishing, by means of locally imposed measures, the employment 
shortages which arise if too rigid a balancing of the budget makes purchasing 
power and thus profits relatively low; these measures must nevertheless be 
financed in a way which does not re-create inflationary pressure. The condition 
for the maintenance of stable full employment is, in other words, that too good a 
profit situation for private businesses should be avoided since this leads to an 
inflationary rise in wages and prices.’ 
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expansive measures to be taken by the government on a sufficient 
scale to maintain the requisite degree of employment. These recom- 
mendations, approved by the 1951 Congress of the Confederation of 
Trade Unions, were preceded and followed by highly animated 
theoretical and political discussions. 

The recommendations in the programme and the discussion 
around them certainly do not give any definite idea of how strenu- 
ously or to what lengths the suggested policy should be pursued. Nor 
is it possible to judge how politically feasible a long-range policy of 
this type would be. Nevertheless, the proposals are very stimulating 
and it is worth while to examine the recommendations in some detail. 
My starting-point will be to give a rough account of the analysis of 
the possibility of combining full (or nearly full) employment and 
stability, made in various publications by Gésta Rehn,? one of the 
main authors of the report quoted. 

It should be observed that the following account is only intended 
to give an outline of what I consider the main ideas in Rehn’s 
suggestions. Mr. Rehn and I have, however, somewhat differing views 
as to which ideas and which interpretation of his policy suggestions 
are of greatest significance.? 

The first stage in the policy of stabilization — the constriction of 
profit margins — may be accomplished in connection with a general 
rise of wages in which the level of costs is pushed up. If total 
demand can be sufficiently restrained by an increase in indirect taxes, 
businessmen will not be in a position on the average to compensate 
themselves for the rise in costs. A compression of the average profit 
margins and a decrease in the sum total of profits must be the result 
of this policy. The method can be illustrated very simply by an 
example. Let it be assumed that in a situation of high employment 
and general economic equilibrium money wages rise by 5 per cent 
beyond the limit which proves to be acceptable; if a general sales tax 
is imposed, primarily on consumer goods, of such a size that the 
addition to consumer demand, calculated according to reasonable 


* See the following articles and contributions to discussion by Rehn: ‘Ekonomisk 
politik vid full sysselsattning’ (‘Economic Policy under Full Employment’, Tiden, 
No. 3, 1948), ‘Fullsysselsattningens loneproblem’ (‘The Wage Problem under 
Full Employment’, Fackforeningsrérelsen, 1949), a reply to E. Lundberg, 
‘Lonepolitik under full sysselsdttning’ (‘Wage Policy under Full Employment’ 
(Ekonomisk Tidskrift, 1950) and ‘The Problem of Stability: An Analysis and some 
Policy Proposals’, together with the subsequent discussion in Wages Policy under 
Full Employment, edited by Ralph Turvey (London, Edinburgh and Glasgow, 
1952)) 

2 See his criticism of the Swedish edition of this book in Ekonomisk Tidskrift, 
No. 4, 1953: “Regleringsvdsen, finanspolitik och arbetsmarknadsproblem. ’ 
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assumptions as to the extent of the increased wage payments, is 
exactly offset by the price rise caused by the tax, the balance on the 
consumer goods market in total remains undisturbed.t This should 
mean that businessmen are on the average not in a position to recom- 
pense themselves for the increase in wage costs and that profit mar- 
gins shrink to a corresponding extent. The result is that profits are 
reduced and government revenue increased. The process may be 
regarded to some extent as a transference of business savings to the 
state, whereby they are changed into government savings in the form 
of an increase in the budget surplus (or a decrease in the budget 
deficit), assuming government spending to remain unchanged. 

The great contrast between this situation and the position dis- 
cussed above (pp. 241ff), in which wage increases lead to inflation and 
to a rapid upset of equilibrium, is that the maintenance of general 
economic balance by fiscal measures prevents businessmen from 
compensating themselves for the rise in wage costs. From this point 
of view the error in Swedish economic policy in the post-war years 
has very largely been that the government attempted through price 
controls, subsidies, removal of sales tax, etc., unilaterally to restrain 
or prevent the rise in the cost of living; the result was an inflationary 
gap, over-full employment, wage inflation, and an economic policy 
which was to a large extent based on controls. The second alternative 
which was tried out to some extent in Sweden during the years 
1950-52 was to permit an overt price rise, leading to profit inflation, 
excess demand for labour — and wage inflation just the same. The 
third and correct alternative, a kind of higher synthesis, would be a 
non-recurrent inflation unaccompanied by a rise in profits. Price 
increases are necessary in order to eliminate the effect on demand of a 
wage rise which is too large relative to the availability of consumer 
goods, but the government and not business should, according to 
the economic policy suggested by Rehn, take the receipts from the 
higher prices by means of indirect taxes. If such a policy is pursued 
the workers will discover that wage increases do not pay when they 
are eaten up by indirect taxes. It is further presumed that trade union 
members will accept price increases with greater calm (and/or 
resignation) if the proceeds go to the state than if they go to increase 
the profits of private business. This policy would at the same time 
have the effect that employers will tend to resist wage claims more 
resolutely if and when they know that any wage increases will be at 
the expense of their profits. 

The result of such a policy must also be, however, that various 


1 Various circumstances which were touched on in Chapter 1x affect the deci- 
sion as to what tax and what price rise is necessary. 
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sectors of the economy and the marginal firms within each branch of 
industry are squeezed into situations in which increased wages must 
involve a decline in employment. There is of course no intention of 
inducing so severe a deterioration of the economic situation that the 
private sector of the economy would return to conditions of unem- 
ployment similar to those of the inter-war period. The government 
will have the positive task of taking steps to create employment 
through different measures for those who lose their jobs in the 
marginal enterprises which cannot escape from the squeeze between 
higher costs and a buyers’ market. Substantially greater and more 
rationally administered financial help for movement from one place 
to another (compared with the present system) should make it 
possible for labour to be transferred more quickly and effectively to 
areas of expanding employment. This task also affords the state wide 
possibilities of giving active support to those types of production 
and consumption considered to be particularly desirable, by means 
of various forms of subsidies to firms in separate branches of industry 
in different places. New production may be fostered by means of 
various forms of investment loans and subsidies. 

It is of course necessary to take care that government expenditure 
of this kind with the aim of promoting employment does not give a 
general inflationary stimulus to the private sector of the economy. 
This can be achieved by offsetting the expenditure intended to pro- 
mote expansion by an appropriate increase in taxation. If there is a 
threat of a decrease in employment, the government can — instead of 
relaxing its general tax policy and thus restoring total demand and 
the level of profits — use some of the tax receipts for measures of 
different kinds which create employment at the various points with- 
out any need for general profit margins to be affected. If all the 
political and practical difficulties which would have to be met in 
applying such a policy are disregarded, it is quite clear that a policy 

’ Stimulating arguments are put forward for this policy in the article by Rehan, 
which appears in Fackféreningsrérelsen, 1949, p. 462: ‘The purchasing power of 
the workers must be kept by taxation within the limits permitted by the current 
supply of consumer goods. Money wages rise but real wages are for the time being 
about as high as before. Business profits are lower, becoming so low in some 
quarters —in the marginal enterprises or in marginal production — that the 
demand for labour is insufficient. There is consequently a threat that islands of 
unemployment will come into existence. To abolish or prevent this unemploy- 
ment by allowing consumer demand and the price level to rise generally to such a 
level that the islands of unemployment are submerged would be to provoke a new 
round of wage and price increases. Instead, the government must — if one adopts 
this line — introduce adequate means of abolishing the unemployment on these 


“‘islands’’ through concrete, local ad hoc measures while still having money over 
to ensure an increase of collective saving.’ 
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pursued with sufficient vigour and flexibility along these lines could 
in theory force down profits and employment within the private 
sector of the economy as far as may be desired, at the same time as 
only part of the increased government revenue is needed to create 
supplementary employment in state or private enterprises for those 
who cannot forthwith be given employment in the private sector. 


A policy of positive stimulus instead of negative regulation. What 
the policy discussed here in fact implies is an effort to solve the 
problem of inflation by inducing an appropriate amount of depres- 
sive influence in the private sector of the economy. The intention is 
to achieve such a contraction of profit margins that the relation 
between labour supply and demand is sufficiently in balance to avoid 
the creation of wage inflation. The proposed policy can be considered 
as a reaction against the negative economic policy, smothered in 
controls, which was characteristic of the early post-war period. The 
attempt was then made to solve the problem of full employment by 
means of a combination of an inflationary high level of demand and 
controls (see Chapter xi). Through the exertion of a sufficiently 
strong depressive force upon the private sector of the economy, 
possibilities will be opened up for the government to influence 
economic developments positively through expansive measures. 
Rehn effectively contrasts such a policy with the negative, restrictive 
and passive economic policy of the early post-war inflation. The 
suggested policy in fact goes a long way towards espousing the 
frequently expressed wish of businessmen and bankers for a rigorous 
economic policy aiming at general economic equilibrium. Substan- 
tially lower profit margins and stiffer competition for the purchasing 
power of consumers than have characterized the conditions of 1945- 
1951 should lead to a sounder economy and to a more efficiently 
functioning price system — and at the same time increase the possi- 
bility of preventing an excessive rise of money wages. Such a policy 
may be supported of course on all the usual reasonable grounds for 
wishing to bring an economy into balance and to keep it there. A 
further important result in the same category would be that private 
firms would be compelled to keep their costs down and to improve 
the efficiency of their operations to a far greater extent than is 
necessary in conditions of inflation. 

An expansion in governmental saving at the expense of business 
saving which is implied in this policy increases the opportunities 
available to the government to control economic developments. In 
the circumstances indicated businessmen will be far more dependent 
on loans for the financing of their investments than they were in the 
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inflationary conditions of 1945-51. An increased government budget 
surplus is likely to augment the government’s ability to control the 
money and capital markets. Developments during 1952-53 have 
given some idea of these possibilities. It is obvious that the more 
rigorously the government pursues its depressive policy towards the 
private sector of the economy along the lines suggested, the greater 
becomes the scope for the government to guide and direct develop- 
ments, both by means of injections of public funds (in the form of 
subsidies, assistance through loans, etc.) and by means of widened 
control over the capital market. Neither in Fackforeningsrérelsen och 
den fulla sysselsdttningen nor in other contributions to the discussion, 
however, is any definite view expressed as to how far or how rigor- 
ously the proposed policy might expediently be followed. A few 
phrases and expressions in the relevant works allow the reader to 
surmise what the ultimate objectives might be.! These questions, 
which ultimately concern the functioning of the price system and the 
degree of concentration of power in the hands of the state, will be 
discussed further in the final chapter. 


* “It is important to reduce considerably the consequences of the private capital- 
ist method of maintaining the savings which general economic balance demands, 
namely an ‘‘enforced saving’’ undemocratically sucked out of the public in the 
form of high profits in the hands of private business. It must then be replaced by 
state-organized savings in one form or another... In order to keep such situa- 
tions under control, the state must draw in a sufficient proportion of the national 
income so that it can, without increasing the risks of inflation, create work for 
those who cannot continue in their old employments. The main precondition is 
that, with this in view, the state shall be able to guarantee, without too many 
interventions in the form of detailed controls, both equilibrium and full employ- 
ment, so that it will become able to direct the use of an increased part of the total 
national income.’ Op. cit. in Tiden, No. 3, 1948, p. 141. ; 

In his article in Ekonomisk Tidskrift referred to above, Rehn gives, however, a 
much more moderate picture of the implications of his policy suggestions. He 
now thinks that only a limited extra surplus of the current budget is necessary 
(the depressive effects could even be produced by monetary policy). The supporting 
expenditure to various sectors of the economy should be very flexible and not 
imply a permanent increase in government activity. What should be aimed at is 
‘a permanent increase in the not-permanent activity of the State’ (ibid., p. 287). 
— There is no doubt as to the good intentions of Mr. Rehn. As I have remarked in 
my reply to Rehn’s criticism in the same number of Ekonomisk Tidskrift the 
difference between us does not refer so much to the theoretical framework of the 
working of the economic system as to our conceptions of political and economic 
behaviour: Rehn gives an idealized picture of a well-planned and flexible govern- 
ment policy in an economy of badly informed and badly behaving private entre- 
preneurs and I a rather idealized picture of how a private economy with a well- 
functioning price-system might behave under favourable conditions, at the 
same time as I express a distrust of a power-loving and ambitious government 
administration unlikely to withdraw from new positions. 
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The practical trial of 1952-53. In order to judge the practicability of a 
wage stabilizing fiscal policy, the first question to be asked is whether 
it is likely to be practically possible to pursue such a policy with any 
hope of success. The experiences of the post-war period are certainly 
unconvincing in this respect. The removal of the sales tax during the 
severe inflationary strains of 1946-47 is an example of the inevitable 
political difficulties involved in carrying through a restrictive fiscal 
policy of this kind; this experience can hardly be looked upon as an 
unusual episode which is unlikely to recur. Strong political pressures 
will always be present and these will tend to oppose any fiscal policy 
which necessitates high taxes and which aims at a considerable budget 
surplus. It cannot be taken for granted that in an inflationary 
economic situation a sufficiently restrictive financial policy can be 
carried out according to a rational plan. 

The economic policy which was followed in 1952 may be regarded 
to some extent as a practical trial. A restrictive fiscal and credit policy 
(with the maintenance of the investment tax introduced in 1951) 
tended to strengthen the external influences working in the direction 
of an economic recession. A very large surplus in the government 
budget was one result of this policy (see Chapter Ix, esp. p. 223). The 
large increase in wages during 1952 was carried through despite the 
fact that the situation was characterized by stable or falling prices 
and the result was that profit margins in production and distribution 
were compressed.’ The prospects for profit and employment deterior- 
ated to such an extent in large parts of both export and home 
industries that the risk of inflationary wage increases was eliminated. 
This result was obtained, although employment was maintained at a 
satisfactorily high level, partly because of the government’s directed 
expansion of activity in such areas of high priority as house-building 
and various kinds of public investment. 

What was relevant in this to the foregoing discussion is that the 
policy pursued implied a not insubstantial drop in the level of total 
private demand relative to the national income produced at the full 
utilization of productive resources. This is in accordance with the 
scheme of thought outlined in Rehn’s stabilization policy, although 
the outcome was more the result of severe foreign competition during 
the post-Korean recession rather than a consequence of increased 
taxation. Reckoned in constant prices, the gross national product — 
as a measure of total demand — expanded during 1951-52 at a much 


1In statistics of Income, Expenditure and Business Profits, compiled by the 
Central Bureau of Statistics, the gross profits of manufacturing firms are shown 
to have declined by 12 per cent in 1952 over 1951. In 1953, however, profits again 
increased and were 12 per cent higher than in 1952. 
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slower rate than in the years before (see Table XVIII on p. 188). One 
may imagine that an inflationary policy during 1952 might have been 
able to bring about a continuation of the earlier rapid rate of expan- 
sion of total demand. It is very probable, however, that such a 
policy would have led to strains in the balance of payments 
situation. 

In 1952, as on earlier occasions, international economic develop- 
ments had a decisive influence in causing a moderation of the boom 
conditions in Sweden, while at the same time the anti-inflationary 
policy introduced in 1951 was maintained — a combination of cir- 
cumstances which, incidentally, is by no means new. The outcome - 
may be interpreted in this way: the government accepted a level of 
total demand which was lower than that which corresponded at the 
existing price level to the full utilization of productive resources or, 
more correctly, to the same degree of utilization of productive 
resources as in the boom of 1950-51. As always in the complicated 
problems of economic causality, one would not be justified in deduc- 
ing a simple connection between the reduction in the level of demand 
relative to potential supply and the fact that prices and wages were 
stabilized. There is indeed the important factor to be considered that 
there was a strong reaction against the violent wage inflation of the 
preceding years which had increased the industrial wage-level by 
nearly 50 per cent in two years and brought about a rapid fall in the 
value of money. The view was generally accepted that the wage 
inflation had seriously impaired the ability of many branches of 
industry to meet foreign competition. Fears about the external 
balance were prominent in economic discussions in Sweden during 
1952 and added strength to the notion that there was no complete 
guarantee of full employment. The main questions are, however, 
unanswerable. If the moderation of the boom had instead been 
caused mainly by internal changes, e.g. by an active fiscal policy as 
advocated, is it not probable that the degree of stabilization would 
have been much less pronounced? Could the government on its own 
initiative and despite strong political opposition have introduced 
such a restrictive fiscal policy that the inflationary boom would have 
been brought to an end? 


The degree of full employment. The experiences of the ‘practical trial’ 

of the stabilization policy of 1952-53 seem to provide a good starting- 

point for a critical examination of the possibility of bringing about 

price and wage stabilization by fiscal means under conditions of full 

employment. My own views do not conflict in any essential point 

with Rehn’s approach to the problem. On the whole I agree with his 
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picture of economic relationships and take the same view of the 
methods of operation of fiscal policy. But my plea is that govern- 
mental activities should be substantially less ambitious, that wider 
opportunities should be left open for private initiative and perhaps 
also that there should be a lower degree of full employment. It 
follows also that I would like to see fiscal policy replaced by monetary 
policy to the greatest possible extent. 

Against the background of the perhaps fortuitous success with 
stabilization during the years 1952-53, it is essential to point to the 
risk of a new inflation arising whenever a pronounced international 
economic revival again stimulates internal activity. If employment 
has been successfully maintained at a high level through an expansion 
of house-building and other governmental activities, as in fact 
happened to a considerable extent during the years 1952-54 and 
if these expanded activities cannot (or should not) be reduced, it 
becomes necessary in the event of a subsequent improvement in the 
export situation (as during 1954), to take effective counter-measures 
to offset the substantial increase in investments and in profits which 
may then be expected in the private sector of the economy. Sales and 
investment taxes should quickly be increased, subsidies reduced and 
monetary policy tightened with the aim of checking the boom in the 
private sector to an appropriate extent and of thereby preventing a 
new wage inflation. It is easy to demand or even to believe in the 
possibility of such efficiency in economic policy, but this has not so 
far appeared in Swedish experience. If doubts are felt on this point, 
it must be concluded that there should be the minimum degree of 
expansion of state expenditure in the more permanent types of com- 
mitments. In other words unemployment policy during a recession 
should be based to a relatively large extent, as Swedish economists 
advocated in the 1930s, on expenditure which can be reduced rapidly 
as the economic situation improves. The great difficulty with such a 
policy is, however, that the government will always have a long list 
of important public investments and other expenditures of high 
priority waiting for a convenient opportunity to be introduced. As 
during the period 1952-54 it will always be easy in full employment 
conditions to fill up the space left by a decline in private demand. 
And a revival of activity in the private sector will in these circum- 


1 The most recent example of the failure of the government to react rapidly and 
effectively enough was during the over-expansion of 1954 which resulted in the 
fresh wage inflation of the early months of 1955. As shown in Chapter mi, no 
effective counter-cyclical policy emerged during the second half of 1954 with the 
return of international boom conditions; very restrictive measures were intro- 
duced, but only after a new wage inflation had occurred. 
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stances have to compete with the expanded and largely irreducible 
volume of public activity. 

If one ignores these complications and starts from the assumption 
that an active fiscal policy of the type discussed here may succeed in a 
given situation both in maintaining full employment and in reducing 
profits, the important question still remains what the prospects are 
that such a policy will effectively limit the rate of the wage rise. If the 
government succeeds in ensuring that an absolute or relative decrease 
in employment in the private sector of the economy, brought about 
by means of the depressive policy, is quickly compensated for by 
governmental expansive measures so that no increase of unemploy- 
ment—or at least only a short-lived increase — occurs, what 
guarantee is there that wage policy would then in fact be restrained? 
An excessive wage rise will result in a certain rise of prices (among 
other things, because indirect taxes are raised), while nothing happens 
to lower the level of employment. An essential contrast with a normal 
boom position is of course that the motive for wage demands is 
weakened by the fact that profits in the private sector would not be 
high enough to lead to wage ‘slides’ and to induce large claims for 
increases. But is this an essential difference from the point of view of 
stablilization?! The essential similarity between a position in which 
profits are forced up by profit inflation and the situation which 
results from a Rehnsian stabilization policy is that in neither case 
does the actual profit position measure the ‘space’ for higher wages 
in the sense that wage increases might occur without affecting the 
cost of living and employment. Higher prices and unchanged high 
employment would be the result in both cases of an excessive wage 
rise. It can scarcely be claimed, however, that the knowledge that an 
excessive wage rise will be followed by an increase in taxes would have 
more deterrent effects than much the same knowledge about the 
effects on prices in the ‘normal’ full employment situation which was 
discussed on pp. 241ff. What might well occur is that there would be 
speculation, which would be quite justified, in the sluggishness of the 
reaction mechanism of the state, the result being, as in the ‘normal’ 


* It should be noticed that the decisive factor is not the feeling of injustice in the 
actual distribution of incomes in the community between business profits and 
wages, though this can play a role in the political agitation. If that were the pro- 
blem it ought to be a question of the incomes for private persons to which high 
profits give rise, and in this respect the restrictive policy of distribution and the 
high taxation mean, of course, a far reaching adjustment. For the industrial com- 
panies accounted for in the profit statistics of the Swedish Central Statistical 
Office, in the inflationary years 1950-51, gross profits were 12-15 per cent, net 
profits about 4 per cent, and the dividends distributed out of profits 2-2} per cent 
of the gross value of goods sold. 
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case, that gains are derived from the lag and from the ‘powers of 
suction’ of the economically and politically well organized interest- 
groups at the expense of other groups in the community. 

Nor is it possible, in my opinion, to claim with certainty that the 
willingness of private employers to resist wage demands would be 
strengthened by a profit squeezing policy of the type suggested. The 
outcome depends to a great extent on how the active fiscal policy is 
conducted. Certainly businesses would find themselves in a more 
vulnerable situation, economically and financially, than in a normal 
inflationary boom. It is usually the most weakly placed (i.e. the 
marginal) enterprises within each branch of industry and the marginal 
branches of industries, however, which turn the scales. If such margin- 
al enterprises and branches of industry are given, or count upon, state 
support to any significant extent — so that indirectly the Exchequer 
can be debited for additional wage increases — there is not likely to 
be very strong opposition to wage demands on these strategic fronts. 
It is an open question of course whether and to what extent in ‘inter- 
marginal’ enterprises and in branches of industry where efficiency is 
higher and the profit situation more favourable and where no state 
support is expected or given, the will to resist a wage offensive is any 
greater when profits are reduced. On the other hand, if the economic 
policy gives only very little support to marginal enterprises and 
branches of industry which suffer from unemployment as a result of 
the stabilization policy, it is clear that there will be considerable 


1 Whether one believes that in an economy in which the state is permanently 
committed to determining to a far greater extent than at present the use of a large 
part of the national income, trade unions and agricultural organizations would 
show greater ‘social responsibility’ and greater restraint in their wage and price 
policy depends upon something like an act of faith. If the question is answered 
affirmatively, certain problems of definition arise concerning one’s conception of 
freedom of wage determination (i.e. free collective bargaining on a labour market) 
without state interference. This conception is a fundamental principle common to 
both employers’ and labour organizations in Sweden. The following quotation 
from ‘Fackféreningsrérelsen och full sysselsittning’, p. 16, seems relevant: ‘In 
connection with a very remarkable strike in the metal industry in 1945, the Com- 
munists proposed that the government should settle the strike by compulsory 
arbitration. The body representing the trade unions opposed the project in the 
following statement: 

‘ “If the trade union movement thus declines both wage laws and compulsory 
arbitration from the very outset, because such methods must be regarded as less 
expedient than collective bargaining, its negative attitude is equally justified with 
regard to the inevitable consequences for both individuals and organizations of 
the replacement of the freedom of negotiation by state control. If the workers 
then refused to accept the rates fixed by the state, they would either be compelled 
to work or, unless they could obtain work elsewhere, they would have to choose 
between work on the terms imposed or unemployment.” ’ 
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opposition from the employers’ side to wage claims. The experiences 
of wage stability in the years 1952-53 (see Fig. 10, p. 71) seem 
to show the significance of this point — but, as noted above, the 
decline of business profits and the uncertainty of economic prospects 
were principally determined during that time by the intensification of 
international competition. In an internal economic recession within 
the private sector caused by measures of fiscal policy, the effects on 
wage stability will also depend on the ability of municipal and state 
undertakings, which in these circumstances probably would be 
expanded, to resist wage demands. Experience gives no cause for 
optimism in this respect. There is, as I see the situation, no reason 
for believing that the promotion of expanded public activity is a 
method well fitted for the purpose of wage stabilization. 

My conclusion from this review of the possibilities of pursuing an 
active and rigorously conducted fiscal policy is the very trivial thesis 
that the degree of full employment must be an important factor in 
determining the degree of success attainable. Expressed in the techni- 
cal terms used in Chapter vu the first aim should be to eliminate the 
‘factor gap’, i.e. any existing excess demand for labour. From this 
point of view it is reasonable to regard the relative fall in the level of 
demand in Sweden during 1951-52 as the main reason for the success 
of the policy of stabilization. This reduced level of demand corre- 
sponded to a lower degree of utilization of the productive resources 
than during the preceding year, though no appreciable increase in 
unemployment was recorded; the relation between the number of 
vacant jobs and of applications is significant at this point (see Fig. 7, 
p. 65). A continuation of an economic policy conceived in this way 
should then have aimed at bringing about an economic expansion 
representing the full possibilities offered by new capital formation 
and technical development, but retaining the relatively lower level of 
demand and hence the existing reduction in the degree of full employ- 
ment. The rapid economic expansion during 1954 shows that such a 
persistent policy of stabilization was not achieved. 


The conditions of economic expansion. When the problem of stabiliza- 
tion is studied in the context of the conditions in an expanding 
economy, with the dynamic factors which must then be brought into 
the picture, the central feature of the argument is altered in certain 
respects. The reasoning in the preceding section was somewhat 
mechanically based on concepts of simple relationships between total 
demand, profits and wage changes which were very largely static in 
character. As in Rehn’s exposition, profits appear on the whole to 
have a simple differential character according to notions of diminish- 
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ing returns or depending on the relative efficiency of different firms. 
Such a simplified schematization leads one very largely to neglect 
more dynamic aspects which may be of great significance. I do not 
wish to imply, of course, that the dynamic factors and relationships 
which are now to be taken up have been completely disregarded in 
the discussion. But I do want to insist that the systematic theory 
which lies at the basis of the policy recommended, is all too static. 
I am thinking principally here of the dynamic elements in an expand- 
ing economy, as expounded in Schumpeter’s theory. Technical and 
commercial innovations, changes in demand, in foreign trade and so 
forth, result in continual changes in the economic picture. Certain 
firms, certain branches of industry find themselves expanding strongly, 
while others are in stagnation or recession. In some sections there is a 
sort of ‘excess demand’ for labour at the same time as employment 
is falling in others. 
It is quite inevitable that in an expanding economy considerable 
profit differences will exist between firms and between branches of 
industry, but these differences have only partly a static differential 
character. If one considers profits from their more dynamic aspect, 
attention must then be paid to the fact that over time a continual 
tendency towards equalization of different profit levels is taking 
place, in the process of which some firms and branches rise and 
others fall in the scale. But the levelling processes themselves are 
subject to continual disturbance from fresh causes of inequality. 
Economic policy should aim at hastening the levelling processes and 
thereby decreasing the disparities between the level of profits of 
different firms and branches. An essential element in this policy must 
be the introduction of measures which would increase the mobility of 
labour. Manpower is continually released in certain areas of industry 
and in certain firms in all branches of industry as a result of technical 
improvements, reductions in demand and so on, at the same time as 
employment is increasing in other areas and in other firms owing to 
the adoption of new products, increases in demand following from 
price reductions, and so on. We have to consider the comprehensive 
gross turnover of labour within and between industrial enterprises 
and branches. The sequence of events is complicated and rendered 
still more complex by the fact that labour is not a homogeneous 
factor of production. The relationship between supply of and demand 
for different types of labour with different requirements of skill 
varies within different branches of industry and in different places. 
At the same time, the age and occupational distribution of the work- 
ing population is changing, though relatively slowly. 
Unemployment, arising out of the difficulties of adjustment to the 
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dynamic changes within the economy which accompany the expan- 
sion, may be reduced to a minimum through a sufficiently high total 
pressure of demand. Excess demand will enable unemployment in one 
place or type of occupation to be rapidly absorbed. But the inevitable 
consequence of this is excess pressure also in other areas — and 
resultant general inflationary tendencies. The opposite alternative 
discussed above, in which the state attempts to give discriminative 
measures of support of various kinds, treats the problem of adjust- 
ment at the precise points at which it arises — or should do so in 
theory. The risk of inflation is kept within bounds but only through 
the creation of another risk, that the rate of progress in the private 
sector of the economy will be retarded. The positive component 
in the progress of private enterprise — the ability of expanding 
firms and branches of activity to obtain labour and capital — is 
impeded when the manpower released from areas of stagnation is 
retained by subsidies or is transferred into expanding public enter- 
prises and business savings are transferred to the Government 
budget. 

If it is maintained that the most important task of economic policy 
is to create conditions favourable to the expansion of production 
along lines determined by the wishes of consumers and the conditions 
of foreign trade, then policy should be directed primarily towards 
solving these dynamic problems of adjustment by reducing the causes 
of friction. One important aspect of this task — one strongly em- 
phasized in Rehn’s writings and in the report quoted above of the 
Swedish Confederation of Trade Unions — is the introduction of 
generous measures for increasing the mobility of labour by means of 
payments to cover costs of movement on a sufficiently large scale and 
formulated with sufficient flexibility. These would enable people who 
fall unemployed in one place to find employment in other places 
where the labour supply is inadequate. Obviously, an important pre- 
condition of success with such a policy is an adequate and geo- 
graphically well distributed reserve of housing. It is also important 
that there should be effectively administered and adequately financed 
schemes of re-education aimed at increasing mobility, especially of 


* Rehn has opposed this interpretation of the implications of a flexible govern- 
ment expenditure policy (Ekonomisk Tidskrift, No. 4, 1953, p. 287). He believes in 
a government policy favouring and stimulating employment in those parts of the 
economy where the prospects from these dynamic points of view are most pro- 
mising. I, on the other hand, feel sure that political pressures and other influences 
will direct the support primarily to the state and communal employment projects 
of high priority or to the weakest and most menaced points of the economy 
perhaps with the defensive argument that the difficulties are transitory and the 
long run prospects good. See above, footnote on p. 252. 
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young people, between the areas of activity with different require- 
ments of skill. 

An important cause of friction which makes adjustment difficult 
and results in unemployment is involved in the complex of questions 
concerned with maladjustments of price and wage relations. A 
significant example is the difficulty of providing employment, without 
increasing inflationary pressures, for badly qualified or inefficient 
workers. The problem may be presented thus: it is possible that a 
certain section of the labour force — say 2 per cent of the total — is 
for one reason or another of relatively low quality; if wages are not 
sufficiently differentiated, this 2 per cent may only find employment 
at a time of such high pressure of general demand that there is surplus 
demand for the rest of the labour force.! This in fact involves the same 
kind of problem that has been 1 constant theme throughout this 
chapter. The aspect mentioned here is the question whether a better 
adjustment of wage relations might facilitate the solution of the 
problems of high and stable employment. As the problem has now 
been formulated, a correction of the wage relations — i.e. a relative 
fall in the wages of low-grade labour — should bring about such a 
shift in the demand for manpower that the given high degree of 
employment can be maintained without creating excess demand for 
large sectors of the labour force. Here we are involved in the general 
problems of the functioning of the price and wage system which are 
dealt with in the final chapter. The thesis is that an effectively 
functioning price system in the private sector of the economy which 
brings about appropriate adjustments of price and wage relations, is 
an essential, though of course not the only, precondition for reaching 
a high level of employment while avoiding widespread excess demand 
for labour. It is also true conversely that a sufficiently low level of 
general demand is a necessary precondition for an effectively func- 
tioning price and wage system. 


CONCLUSIONS 


This examination of the effectiveness of an active fiscal policy thus 
leads to conclusions which attach great importance to a combination 
of various factors. The risk of wage inflation can be effectively re- 
duced only if the level of total demand is kept below potential output 
with the fullest utilization of the available productive resources. How 
much below is a matter partly of definition and partly of conjecture 


1 See John Maurice Clark, ‘Criteria of Sound Wage Adjustment, with Emphasis 
- on the Question of Inflationary Effect’ in The Impact of the Labor Union (ed. 
McCord Wright, New York, 1951). 
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and cannot be explored more fully here; essentially it depends on 
how a number of other factors influence the situation. This conclu- 
sion, as argued above, involves some readjustment of the target for 
full employment to a point which must apparently be below the level 
of full employment which was reached in the years 1946-51 but per- 
haps not below the level of 1952-53. How large this readjustment 
should be largely depends on the success achieved by economic 
policy in the task of increasing labour mobility and in bringing about 
better-adjusted price and wage relations. 

It is a significant point in the treatment of the problems in this 
chapter that I have not attempted to define closely — and have not 
needed to make precise — the concept of full employment as an aim 
of economic policy. I have been content to use negative definitions, 
e.g. dismissing the Beveridge formula of ‘more jobs than men’ as 
involving over-full employment, and regarding the degree of employ- 
ment during the years 1946-51 as too high to allow the value of 
money to be kept stable, just as unemployment was too high in the 
1920s and 1930s. The definition given in Fackforeningsrérelsen och 
den fulla sysselsdttningen is extremely vague: ‘. . . every person losing 
a job should feel confident that he can find a livelihood in a new job, 
answering approximately to his strength and ability’ (p. 133). It is 
relevant to ask how quickly, with how much removal from one 
locality to another and with what possible re-training, an unem- 
ployed person is able to obtain new work. In an expanding economy, 
exposed to all kinds of disturbances from foreign trade, new methods 
of production and shifts in demand, the gross turnover of labour 
must be considerable; hence the actual percentage unemployed be- 
comes to a large extent a function of the time taken by industrial and 
office workers who leave one job in finding a new one. If unemploy- 
ment keeps constant over time (disregarding seasonal changes), it 
may be said that the current demand for labour corresponds to the 
current supply of workers as determined by the yearly net increase 
of the labour force and by the number of workers who are continu- 
ally being released from the productive process, and that despite 
the existence of unemployment, a sort of balance exists. But a higher 
level of total demand would probably mean that fresh employment 
could on the average be found more quickly and the average per- 
centage unemployed would then fall to a lower level in an eventual 
new position of equilibrium between labour supply and demand. 


* Such a relation between unemployment and the level of demand does not hold 
true unreservedly. The experiences of excess demand for labour during the first 
post-war years gave examples of increasing ‘voluntary’ unemployment. Under 
such conditions large numbers of workers, especially young ones, are regularly on 
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It is very largely a purely political question what degree of unem- 
ployment can be tolerated, depending however, inter alia, on the size 
and forms of unemployment assistance. My conclusion, which cannot 
be expressed precisely, is that the difference which exists between the 
degree of unemployment which, in the popular view, is tolerable, and 
that which may be necessary effectively to reduce the risk of wage 
inflation, should be primarily decreased by measures aimed at 
increasing labour mobility, removing seasonal variations and adjust- 
ing wage relations. How far one can go along these paths it is im- 
possible to judge. We are bound to arrive ultimately at the difficult 
and delicate problem of weighing the evils of unemployment against 
the evils of inflation. We have to feel our way forward in both res- 
pects, both regarding the tolerable degree of unemployment and the 
level of demand and degree of employment compatible with the stable 
value of money. I am assuming, of course, in this argument that 
unemployment does not involve serious economic distress for those 
whom it affects but that unemployment assistance in various forms 
is as large as possible without giving rise to further complications. 

Finally, I should draw attention to the fact that these conclusions 
are still vaguer than may at first sight be apparent, in view of the 
circumstance, discussed earlier, that wages and incomes are not 
simple, mechanical functions of the level of employment, profits and 
prices. However ‘well balanced’ the economy may be, strongly 
organized interests can always sabotage a policy of stabilization by 
pressing through their demands for higher wages or increased prices. 
The government must therefore at all times aim at an economic 
policy which will mean that these organizations are not compelled 
by actual or anticipated economic conditions — as was the case on 
repeated occasions during the post-war period —to ask for such 
increases in income that the policy of stabilization is made impos- 
sible. This implies as a necessary condition that the policy must 
bring about a sufficiently low level of total demand. Even then the 
outcome will always depend on the degree of moderation and reason 
shown by the large organizations in their attitude to the problems 
facing the whole community. The possibility of avoiding state inter- 
vention in the labour market depends on these attitudes as well as 
on the consensus of social values which can be created. 


the move from one job to another. The existence of many more jobs than 
men creates excessive mobility and a disorganization of the labour market 
which shows itself in the unemployment figures. 
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CHAPTER XI 
THE POST-WAR POLICY OF REGULATION 


GENERAL COMMENTS ON CONTROLS 


Introduction. It is possible to replace or supplement general monetary 
and fiscal policy at various points by interventions in the form of 
physical regulations, imposed directly on particular firms, for the 
control of prices, investments, imports, etc. There has been much 
discussion of the possibility of achieving different aims of economic 
policy, e.g. the maintenance of a stable value of money, full employ- 
ment, by this method. During the post-war period a great deal of 
experience has been gained in Sweden of the manner of functioning 
of regulative methods and this is of great value in an appraisal of the 
suitability of the weapon of regulation for its intended purposes. 
Considerable changes have occurred since the end of the war in the 
scope and stringency of the regulations. The fundamental antipathy, 
not only of businessmen but also of influential groups in the Co- 
operative movement as well as of many leading social democrats, 
to the detailed regulation of economic activity has led from time to 
time to their fairly comprehensive liquidation, but these attacks have 
been brought to a halt as soon as a situation arose in which fresh 
interventions appeared necessary. It is not quite certain whether 
government regulation in Sweden during the post-war period has fol- 
lowed a definite trend up or down. Perhaps Myrdal was right, or has 
been proved right, when he said: ‘At a certain point, in one sphere 
after another, all the different state interventions must be co- 
ordinated into a uniform system of state regulation within a planned 
economy [my italics]... And so it will gradually become apparent 
that we live in a centrally regulated community in which a certain 
measure of free enterprise is allowed to operate within the framework 
formed by the measures of state regulation.’ The task here is, there- 
fore, with the guidance inter alia of Swedish post-war experiences of 
the functioning of a system of regulations, to discuss whether or not 
it is possible to obtain such a degree of co-ordination of the regulative 
measures that they may be regarded as systematic parts of a general 
plan of economic policy. A second important task, however, is to 


*Gunnar Myrdal, ‘Utvecklingen mot planhushallning’ (Tiden, No. 2, 1951), 
p. 81: By ‘regulations’ Myrdal means not only physical controls but also dis- 
criminative fiscal and monetary interventions of different kinds. 
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analyse the economic consequences of the fact that the ‘point’ in the 
evolution of the system of regulation referred to by Myrdal has not 
yet been reached and indeed in my opinion will never be reached. The 
kind of question which this raises is obviously relevant to the long- 
term effects of regulations and will be taken up for more detailed dis- 
cussion in the first part of the final chapter. 

The following account will consider three main types of regulation, 
the regulation of foreign trade, the regulation of building activity and 
price controls. This chapter will be devoted particularly to the ques- 
tion how these regulations have functioned or can function in the 
short term, i.e. to considering their suitability as measures of a 
general stabilization policy. From this point of view, these three 
types of regulation have certainly constituted the most important 
form of detailed governmental intervention in the private sector 
of the economy during the post-war period. Further, these regula- 
tions illustrate admirably the general problems created by all 
methods of regulation — even those in the category of monetary and 
fiscal policy discussed in earlier chapters. Special attention is devoted 
in this chapter to price controls, for the simple reason that I regard 
the manner of operation of the price mechanism as decisive in deter- 
mining the possibilities and the results of economic policy as long as 
there is a large private sector in the economy. 

For most of the post-war period there was a conflict of opinion in 
Sweden whether controls should be removed, and if so, when. The 
main differences concerned the following basic questions (which are 
set out here along the lines suggested in the three-fold division of the 
problems of economic policy given in Chapter Iv). Can the situation 
with which the disputed regulations are intended to deal be regarded 
as transitory and likely to pass by fairly rapidly, or is it expected to 
remain more or less permanently? How appropriate are the regula- 
tions in different respects to the accepted goals of policy? What will 
their effects be on economic development, both in the short and long 
run? What are the short- and long-term objects for the development 
of the nation’s economy, and in particular how do these objects 
affect the need for central control over economic development at 
different points and in different respects? The last of these questions 
introduces the problem of the intrinsic value of the apparatus of 
regulation itself; i.e. in the last resort it requires a valuation to be 
made of the socialist aim of achieving or maintaining an extensive 
control over private economic life. 


1 As mentioned earlier problems of rent regulation and of monopoly and car- 
tel control are not treated systematically here, on the grounds that they have no 
direct bearing on the general questions of stabilization policy. 
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This investigation aims primarily at discussing the questions 
of principle created by regulations from the above points of view. 
I do not intend to give a systematic account of the use which has been 
made of different methods of regulation in Sweden since the war. 
Nor am I going to give any verdict on the results achieved in different 
sectors of the Swedish economy by the post-war policy of regulation. 
It would in my opinion be impossible to do so, not only because the 
policy has been tested for such short periods but also in view of the 
particular and varied situations which have existed. 

Swedish experiences of economic regulation in the post-war period 
will now be examined with reference to what I consider to be typical 
examples of the reaction patterns of businessmen to regulative 
measures. The choice of examples has been largely determined by the 
arguments which were put forward on both sides in the debate. I 
have had guidance here from the findings of a special investigation 
into the effects of different regulations which I conducted on the basis 
of questionnaires sent out to business firms. The investigation had 
principally in view the conditions of the years 1947-49 when the 
system of regulation reached its maximum post-war extension; it is 
based on a small sample of firms in industry and trade which may or 
may not be representative, and the results must therefore be used 
with considerable caution. I have, however, endeavoured to deduce 
what I believe to be the characteristic reactions to regulation in order 
to obtain some basis on which to make broad comparisons with the 
more general methods of monetary and fiscal policy. The investiga- 
tion aims, therefore, to be more than a simple discussion of the 
experiences of these particular years. 


Comparison between war-time and post-war conditions. During the 
Second World War, a system of controls which encroached far into 
the plans and activities of the private branches of the economy did, 
in the general view, function quite well. During the war governmental 
intervention included the rationing of many types of consumer 
goods, controls over the use of important raw materials and fuel, the 
direction of production into channels determined by the government 
by means of subsidies and other methods, the detailed supervision of 
foreign trade, control of the employment of labour, the regulation of 
prices through price control and clearing arrangements, and so forth.. 
These interventions are generally regarded as having accomplished 
their purposes. Without any doubt the most important condition 


* A detailed account is to be found in Karl Amark, Statsmakterna och folk- 
hushdliningen under den till fold av stormaktskriget 1939 intridda krisen, Parts 
VII-X (S.0.U., 1947:41, 1948:26, 1949:30 and 1951:11). 
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for success was the fact that it was agreed by the whole community 
that regulations were necessary for the achievement of generally 
accepted aims of policy. The most important objects were simple 
and obvious, to keep defence preparations at maximum efficiency, 
to ensure the supplies of vital consumer goods, raw materials and fuel 
and to distribute the supplies available in a fair manner. Under the 
pressure of the dangers from a world at war on all sides, internal 
conflicts of interests could be pushed into the background. 

Despite general scarcities, it was possible to keep the value of 
money fairly stable from the autumn of 1942 to the end of the war. 
Prices and wages remained more or less stable during this time since, 
although the standard of living of wage earners fell considerably 
below that enjoyed before the war and although there certainly was a 
marked inflationary gap throughcut the war, there was little pressure 
for higher wages. The contrast with the post-war period is striking in 
all these respects. The pressure for higher wages was severe for most 
of the period 1945-52, despite the fact that the average standard of 
living of workers was higher than before the war and underwent a 
solid and continuous improvement. Prices rose throughout the 
whole period 1946-52, though at different rates, but the inflationary 
gap has for the most part probably been much less pronounced than 
during the war. 

The reduced standard of living could be accepted in wartime as an 
inevitable consequence of the shortages of supplies caused by the 
world war. The excess purchasing power was held in check by means 
of rationing and other regulations. These methods were largely effec- 
tive because the restriction of expenditure was accepted as being 
inevitable in the circumstances. One sign of the common purpose in 
the aims and means of economic policy within different sections of 
the community was the acceptance by the government and the 
Riksdag of the so-called Séderlund programme of 1942.1 This pro- 
gramme received a good reception throughout the country despite the 
fact that it implied far-reaching governmental regulation of prices, 
imports and production. 

Thus in 1942-45 conditions were favourable for the successful con- 
duct of a policy of regulation: the necessities of the economic situation 


1 In November 1942, Gustaf Sdéderlund (Director of the Central Association of 
Employers and at the time head of the government Industrial Commission) pre- 
sented a memorandum on economic policy which he had worked out together 
with a group of economists. The aim of the programme was to prevent an in- 
flationary price rise by resisting wage increases, tightening direct price controls, 
regulating the labour market and limiting liquidity and the surplus purchasing 
power. The memorandum is included as Appendix C in Proposition No. 1, 
January 1943. 
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were patent to all and there was general unanimity concerning the 
aims of economic policy and the means to be used. These conditions 
disappeared after the end of the war. The economic situation was no 
longer plain and uncomplicated in the sense that the entire nation 
shared a common fate, as during the war years. Foreign trade is a 
good example. The extremely weak basis for import supplies during 
the war after the German occupation of Denmark and Norway in 
the spring of 1940, when nearly all imports came from Germany and 
German-controlled countries, gave relatively simple and clearly dis- 
cernible premises for economic policy. The prices of import and 
export goods were to a large extent stabilized through reciprocal 
price fixing, and the volume of imports was in the main a given factor 
both in size and composition. If the stability of this situation which 
prevailed in 1941-44 is compared with the chaotic conditions of the 
early post-war years, the contrast in the premises of economic policy 
is evident. Sweden then became involved in a jungle of bilateral 
trade agreements, the price relationships between imports and 
exports from and to different countries shifted in a way which was 
extremely difficult to comprehend and the opportunities for import- 
ing and exporting were rapidly changing as a result, inter alia, of 
unexpected difficulties of payment with various countries. 

Even in other respects — e.g. concerning the development of home 
production and prices — there was much more room than during the 
war for different views to be held of what the future had in store (see 
the detailed discussion of this point in Chapter m). Particular atten- 
tion has to be paid to the importance of the general price expecta- 
tions. During the war, from the autumn of 1942 onwards when the 
Battle of El Alamein brought the prospect of an Allied victory, in- 
flation and regulations were generally regarded as part of a transitory 
state of affairs which would be followed once the war was over by 
an increase in the supply of goods and by a fall in prices. The wide 
acceptance of this view both by businessmen and consumers had the 
effect of preventing widespread speculation in the continuance of 
inflation. Demand was kept in check not merely by motives of social 
morality; it was also considered to be profitable to postpone expendi- 
ture and hold up investments until after the end of the war. When, 
despite the rapid improvement of the supply position, the inflation 
of the post-war period got under way, the expectations of a future 
fall in prices as an effective anti-inflationary factor disappeared. This 
difference between the character of the price expectations during 


* The prices of the most essential imported goods (coal, coke, iron) were stabil- 


ized by means of an agreed price-fixing for a corresponding quantity of export 
value (principally of iPBNOrS) 
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and after the war without doubt played a large part in originating 

the inflationary situations of 1945-47 and 1950-51 and also implied the 

creation of a milieu which was substantially less favourable for the 

ee of regulation than that which had existed during the period 
-45. 

The different interpretations of the economic situation and of 
future prospects led automatically to different opinions during the 
post-war period on the need for regulations. But it was not merely a 
question of differing estimates of the situation. Once the relatively 
simple problems of policy-making in the conditions of the war-time 
siege economy had become a thing of the past, differences of opinion 
soon emerged quite independently concerning both the ultimate 
objects of economic policy as well as the measures to be taken. 


Differing views on the need for regulations. A few words must first be 
said about the administration, formulation and general conditions of 
the regulations in question. As indicated above, it is not proposed to 
give a systematic account but merely to provide the minimum of 
orientation necessary for this discussion. 

It should first be noted that the system of regulations was built up 
and tested during the war. By 1945 Sweden had a large and exper- 
ienced machinery for the administration of regulations, made up of 
commissions and boards, falling mainly under a Ministry of Econo- 
mic Affairs. The recruitment of departmental heads and their officers 
had been the best possible during the war; leaders in Swedish econo- 
mic life, officials of employers’ and labour associations as well as 
leading administrative civil servants had readily given their services 
to the direction of the negative but necessary job of regulation. The 
post-war period has certainly seen some deterioration in the quality 
of the administrators. It was of course very natural that a good many 
of the most skilled and most knowledgeable ‘controllers’ who had 
been borrowed from business and administration, wished at the end 
of the war to return to their ordinary tasks. Conditions made a pro- 
cess of negative selection likely and it became difficult to entice new 
and able people to take over the administration of regulations, partly 
because prospects were again promising in production and trade and 
partly because the duties of regulation came to be regarded increas- 
ingly as less necessary and in any case temporary. One result of these 
tendencies was that the regulative machinery since the war has come 
more and more to be administered by civil servants who have become 
specialists in controls while most of those with recent experience in 
business have left the scene. 

The tendency to make the regulations permanent certainly existed, 

T 269 


BUSINESS CYCLES AND ECONOMIC POLICY 


but it was counteracted by other forces. Various groups of interests 
have more or less consistently maintained that the detailed govern- 
mental regulation of economic life was at best a necessary evil. 
This attitude has of course been most in evidence among the business- 
men in the private sector of the economy — their emphasis being on 
the word ‘evil’. Businessmen in general have in principle remained 
unconvinced of the necessity of governmental regulation in peace- 
time except possibly in the form of purely temporary measures. The 
words ‘in principle’ involve a necessary reservation since regulations 
have often provided effective protection against foreign and home 
competition. To that extent attitudes of special pleading, like that of 
the farmers towards agricultural regulations, have consequently been 
natural. There has certainly been some tendency to welcome regula- 
tions in the world of business outside agriculture, but it has never 
been so strong that the predominant attitude in those quarters has 
not been one of strenuous opposition to the policy of regulation. 
The Co-operative Movement, a very important factor in the Swedish 
economy, has at all times strongly opposed any policy of regulation 
and has pleaded for a general monetary policy based on flexible rates 
of interest. In the social democratic party and among trade union- 
ists, the predominant view has been that regulations in the same 
forms and with the approximate scope as during the post-war period, 
were all the time a necessary link in economic policy, although 
detailed controls were to some extent regarded in principle as a bad 
form of economic planning which ought to be replaced by other 
methods to the greatest possible extent. 


* See Utredningar angdende ekonomisk efterkrigsplanering, Part VII (S.O.U., 
1944:57), p. 9: ‘With regard to the direct regulation of the markets, which was 
resorted to during the war in view of the extraordinary shortage of goods, it is 
the commission’s opinion that such regulations should be gradually liquidated 
where they are not necessary to support the price policy, and that they ought to 
be completely removed as soon as the supply of goods can on the whole be re- 
garded as normal.’ Also Arbetarrérelsens efterkrigsprogram (Stockholm, 1944), 
pp. 217-18: ‘The social democrats have therefore no preference, secret or open, for 
the kind of economic regulations which the economy of scarcity forced on us 
during the war. But the liquidation of this siege economy should not, in their 
opinion, merely imply a return to the economic conditions which existed before 
the war. The liquidation which social democrats wish to work towards must have 
the aim of making room afresh for the elements of competition and freedom 
of movement which are the preconditions of a progressive economic life, of giv- 
ing increased strength to these elements by releasing, within wider and wider 
circles, forces, hitherto restricted, for co-operation in the development of produc- 
tion, but at the same time of co-ordinating these divers forces more and more to 
serve a planned economy with all the country’s natural resources, its material 
means and the working capacity of its people.’ 
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Changes in the degree of regulation during the early post-war years. 
There was certainly not the same weariness of and distaste for regula- 
tions at the end of the Second World War as after the first when they 
were swept overboard all too precipitately. In 1945, people realized 
that it would be necessary for the main parts of governmental inter- 
vention to be maintained during a transitional period while supply 
difficulties and inflation still remained a danger. To this conviction 
was added the circumstance just mentioned that the regulations had 
this time been managed with substantially greater skill than in 
1914-18. But the negative attitude towards regulation was sufficiently 
strong even within the government and governmental commissions 
for an attempt to be made to bring about a rapid liquidation at least 
of certain regulations. This feeling was directed particularly towards 
the rationing of private consumption and it was possible to discard 
most of the rationing system as early as the autumn of 1945. Part of 
the control of raw materials was also revoked at the same time. But 
for the rest, the regulations were retained and in certain respects 
strengthened in the first years after the end of the war. International 
regulations over fuel and important raw materials created serious 
supply difficulties for Sweden and a temporary tightening of import 
controls became necessary; export regulations continued to be re- 
quired both in view of the shortage of goods within the country and 
of the need to control the distribution of exports to different coun- 
tries in accordance with the bilateral trading agreements which were 
concluded. 

Import controls were made successively milder during 1946, when 
the import prospects turned out to be far better than had been 
expected. Even the application of the building restrictions became 
very lax and the grants of building permits came to show an infla- 
tionary bulge. On the other hand, the price control administration 
was already being given new tasks in 1946 as prices on the inter- 
national markets were rising sharply. The exchange crisis, investment 
boom and inflation of 1947 brought a hasty end to the process of 
liquidating controls. Regulations had to be tightened drastically 
practically all along the line. The most obvious point to be observed 
from this epoch was the slowness with which the tightening of the 
import and building regulations produced results. 

The prospect of a speedy liquidation had caused the Trade 
Commission to fail to observe the volume of outstanding import 
licences. Speculation in an impending drastic tightening of import 
controls, especially after the address by Professor Gunnar Myrdal, 
by then Minister of Trade, to the Political Economy Association in 
December 1946, increased the confusion and made it still more 
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difficult for the government to keep control over the situation.' 
When a general import prohibition (as a basis for a licensing system) 
was announced to commence on March 15th, 1947, the regulations 
were at first quite liberal and provisional allowances were given. The 
transitional difficulties were very largely conditioned by undertakings 
given in the tariff agreement of 1935 with the U.S.A., especially by 
the clause in that agreement which meant that modifications to it 
could only be made after lengthy negotiations.* The threatened loss 
of dollars was of course the most important reason for the general 
import regulation; this was a result both of America’s position as the 
most important source of imports at this time and of the general 
international exchange situation. Equipment had been worn out and 
stocks emptied during the war and businessmen had at their first 
opportunity placed very large orders abroad. One result was a 
‘hump’ of outstanding import licences which had to be worked off 
before the controls became effective. It was therefore not surprising 
that in 1947 Swedish imports reached a record level (see Chapter 
Il). 

The position was much the same within the agencies which ad- 
ministered the building regulations. Their knowledge of the situation 
was inadequate, especially concerning the relation between building 
permits granted and building activity actually in progress. The drastic 
limitation of issues of new building permits from about the middle of 


1 After a statement on the disturbing foreign exchange situation, Myrdal said: 
‘If we do not bring about a very quick halt to the present rise of incomes and 
purchasing power within the country, we will in consequence be compelled next 
year simply to abandon our relatively free trade in imports and, like the great 
majority of other countries, to limit these imports which we judge to be dispens- 
able by means of direct controls’ (Nationalekonomiska foreningens forhandlingar, 
December Sth, 1946, p. 122). 

* The 1935 tariff agreement with the U.S.A. included stipulations which in- 
volved considerable difficulties for any Swedish regulation of imports. Article 2 in 
this agreement was a most-favoured-nation clause. The contracting countries 
pledged themselves, inter alia, not to introduce import restrictions (other than in 
certain exceptional cases specified) or to take any measures of regulation at all 
concerning a number of enumerated goods, e.g. fruit and cars, goods likely to be 
among the first to be hit by a cut in imports. Hence, Swedish import regulation 
could not be put into force without consultation with American authorities. The 
negotiations resulted in an agreement which was signed in June 1947, according 
to which the American government conceded a discrimination against American 
exports; Sweden in return gave certain undertakings concerning the application of 
the import regulation. In view of the far greater drop in gold and dollar reserves 
during 1947 than had been calculated with, ‘full’ right of discrimination against 
imports from the U.S.A. became necessary. After a revision of the agreement, the 
right was granted to Sweden at the beginning of 1948. See Svensk Handelspolitik 
(Stockholm, 1952), a compilation published by the Swedish Foreign Office. 
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1947 (actually called a stoppage of building) was a necessary conse- 
quence of the ineffective control the authorities had over develop- 
ments. 

From the second half of 1947 and throughout 1948 and 1949, the 
Swedish economy was deeply entangled in import, building and price 
regulations. Changes occurred during this time, however, in the 
direction and formulation of the regulations. The confused state of 
import regulation in particular created severe strains for the economy. 


THE FUNCTIONING OF IMPORT REGULATION 


Import regulation, 1947-49. The rapid exhaustion of Sweden’s 
reserves of foreign exchange in the second half of 1946 and in 1947 
soon transformed the krona froia a ‘hard’ to a ‘soft’ currency. The 
suspension of sterling convertibility in August 1947 contributed fur- 
ther towards this, since the surplus in the Swedish current balance of 
payments with the sterling area could no longer be changed into 
gold, dollars or other hard currencies. The international exchange 
crisis and the relatively weak position of the krona meant that 
Sweden, like many other countries, was forced to attempt to main- 
tain equilibrium in its balance of payments with every separate 
country by means of a complicated system of bilateral agreements on 
payments and trade. Large numbers of bilateral agreements were 
concluded during the years 1946-49 and these created strong demands 
for the planning of foreign trade. As has been pointed out earlier, 
the general import plans, with their forecasts for both exports and 
imports, were based on weak foundations and repeatedly proved 
inaccurate. But it is self-evident that the risks of faulty forecasting 
must be far greater when the plans concern separate countries 
and currency areas; to the uncertainty regarding the total volume 
of foreign trade is added the possibility of large dislocations in the 
distribution of imports and exports between countries. The hard 
currency plans (affecting dollars and a varying number of other 
currencies) which were first drawn up in 1947 and subsequently 
continued, have thus been exposed repeatedly to unforeseen events 
which have necessitated drastic changes in the licensing programme. 
In 1948 and 1949, importers were confronted with abrupt changes in 
the licensing of imports from Belgium, Switzerland and France 
which were the result of gross miscalculations of the exchange 
revenues. The disorganization of the Swedish foreign exchange 
position during these years was of course aggravated by unpredict- 
able changes in the export and import policies of the different 
countries with which Sweden had concluded bilateral agreements. 
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The bilateral trading agreements consisted of lists of specific quotas 
of goods for which Sweden and the country concerned guaranteed 
to issue import and export licences. With the intention of saving 
foreign exchange, import reductions were made primarily at the 
expense of those finished manufactures which were regarded as unes- 
sential. The system of bilateralism which developed implied, how- 
ever, that other countries tried similarly to restrict or limit by quota 
the export to Sweden of essential raw materials, etc., and to increase 
the export of less essential finished manufactures. The game of 
bilateral negotiation became extremely complicated. The import 
licences in many areas were apportioned to the importers through 
complicated quota systems on varying grounds of ‘fairness’. 

The events which followed the inflation and exchange crisis of 
1946-47 thus created an unwieldy and rigid system based upon 
bilateral agreements and import controls with detailed import 
quotas. It is impossible of course to discover the effects of this system 
on imports in quantitative terms. The following examples are in- 
tended to indicate some typical consequences of the system. 

The first effect of the limitations on the right to import goods in 
high demand was a reduction of the competition between importers 
(as well as between imported and home-produced goods). Licensing 
and the quota system tended to give the importers in question a 
quasi-monopolistic position, usually with the result that established 
importers were favoured and new firms — or so-called ‘outsiders’ — 
excluded. In consequence, the tendencies towards price competition 
on the home market were almost completely eliminated and this 
probably weakened the power of resistance to high selling-prices 
abroad. The regulation of imports thus brought with it the need to 
control import prices in detail. This was done to a varying extent 
during this time, providing a good example of how one set of regula- 
tions tends to bring other regulations with it. A further inevitable 
consequence of import controls was that the normal time for com- 
pleting an import transaction was considerably prolonged. It became 
more difficult for importers to take advantage of quickly appearing 
and disappearing chances of profitable import transactions, while 
the relations between Swedish importers and foreign firms were 
deranged and harassed by the regulative interferences. Troubles also 
arose in many cases from the bad functioning of foreign trade 
regulations; it is characteristic of bilaterally regulated trade that the 
‘allocation of blame’ between the bad regulations of the importing 
and the exporting countries becomes complicated. 

The experiences of the years 1947-49, however, do not provide a 
firm foundation for far-reaching generalizations. Special strains and 
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difficulties arose in 1947 and in part of 1948, which will not neces- 
sarily always be present and lead to recurring complications in future 
experiments with general import regulation. By the time the regulative 
system had begun to settle down and the administrative apparatus 
had been improved, it was not long before the process of liquida- 
tion began. International agreements were made in the autumn of 
1949 for the gradual liberalization of trade between the countries 
attached to the Organization for European Economic Co-operation 
(O.E.E.C.). The efforts towards freer foreign trade were greatly 
facilitated by the establishment of the European Payments Union 
(E.P.U.) in the summer of 1950. These measures freed Swedish trade 
to a large extent from the obligations of bilateral payments and 
import quotas. Import controls were retained for the time being, 
however, over trade with the dollar area. So long as the international 
payrnent deficit with the U.S.A. remains and international converti- 
bility between European currencies (above all the pound) and the 
dollar cannot, for this reason, be established, a shortage of dollars 
and the continued regulation of imports from the U.S.A. will have 
to be reckoned with. To this must be added, of course, the serious 
inconvenience to Swedish foreign trade of import and currency 
regulations in other countries, regulations which seem to be a lasting 
consequence of recurring exchange crises. 


Import regulation as an instrument of economic policy. What con- 
clusions can be drawn from the experiences of 1947-49 regarding the 
use of import controls in a sudden exchange crisis? Even if it were 
accepted that the long-run effects of import regulations are clearly 
disadvantageous (see Chapter xl, pp. 385-10), they might still be 
regarded as effective during a passing crisis. Such an attitude has been 
current in a number of countries which, during the currency crises 
of 1951-52 and again in 1954-55, resorted to a drastic regulation of 
imports as a rapidly operating means of regaining equilibrium in 
their balance of payments. 

There can be no doubt that, in any future critical foreign exchange 
position in Sweden, it would be possible to restrict imports with 
greater ruthlessness and rapidity than in 1947. An important pro- 
blem is what an economic policy which can, if need be, rely on this 
possibility, would look like. One consequence would be that coun- 
tries would normally be able to manage with relatively low reserves 


1 The improvement in the international dollar situation since 1951 and the rise 
in Sweden’s gold and dollar reserves made it possible to abolish part of the 
regulations over dollar imports in the autumn of 1954. This step was intended to 
create more effective competition on the Swedish markets. 
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of foreign exchange, expecting to meet the more severe strains — as a 
rule in connection with international exchange crises — by means of 
import regulations which could be rapidly imposed and then be 
cancelled after a relatively short period of application. One advan- 
tage of this policy would be that employment and incomes inside the 
country could be kept more independent of economic changes in 
other countries than in conditions of a liberal foreign trade policy 
which tend to cause parallel variations in incomes and employment 
in different countries. 

The risk is however that, given a policy for solving crises by 
means of regulations, foreign trade will easily be caught in a more or 
less permanent network of regulation. If exchange reserves are small 
and begin to fall, speculation is likely to arise in the reimposition 
of import controls — and speculation may itself make restriction all 
the more necessary — while the controls may not be easily dispensed 
with afterwards. It may be thought possible in certain situations to 
ward off such speculation in the reimposition of regulation by 
general measures of monetary and fiscal policy intended to restore 
confidence in the currency. On the other hand, it is hardly ever 
possible to achieve this result merely through official declarations 
that regulations will not be introduced. Events have a natural 
inclination to undermine faith in such declarations and in a delicate 
situation may easily give rise on the contrary to legitimate misgivings 
concerning the government’s real intentions. 

It is obvious that the use of general methods is easier if the reserves 
of foreign exchange have been built up to such a level that an import 
regulation does not appear impending as soon as a moderate outflow 
occurs. Time has to be gained while prices, incomes and production 
become adjusted through the application of general methods. If the 
exchange position is reassuring, the application of general measures 
of economic policy becomes possible even in severe international 
exchange disturbances, import regulation appearing only as the last 
resort in a highly exceptional situation with which the importers 
(and the public) do not normally reckon. 

Four probable conditions may now be postulated: (1) that inter- 
national currency crises will continue to be fairly common in the 
future, (2) that these and perhaps other developments will impose 
recurring strains on Sweden’s foreign exchange position, (3) that the 
application of detailed controls on foreign trade leads to undesirable 
economic and other effects (see the further discussion in the final 
chapter) and (4) that the introduction of import regulation in order 
to deal with currency crises may result in permanent interferences. 
The preliminary conclusion to be drawn is that economic policy 
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should concentrate on meeting exchange crises with general methods. 
The weapon of regulation should be regarded as a last resort to be 
used only in extreme situations and should not be accepted by 
importers and other affected groups as one of the more or less regular 
measures of policy. With the relatively low level of the reserves of 
foreign exchange which is likely to continue in Sweden for the time 
being,’ the consequence of this line of argument is that the general 
methods of economic policy must be applied with such severity and 
rapidity that results can be achieved before events have moved 
beyond the frontier of the danger zone where fears of import regula- 
tions begin to appear. 

It is always possible in theory to reach external balance and to 
prevent an exchange crisis by means of a sufficiently severe tightening 
of monetary and fiscal policy. In particular situations — which one 
hopes will become infrequent but which must be accepted as ever- 
present risks in this troubled world — one has to face the difficult 
problem of weighing up the various aims of economic policy. It is a 
question of judging in each particular situation the causes of foreign 
exchange difficulties and of directing the policy accordingly. If, for 
example, it is clear that the level of prices and costs has risen in 
Sweden to a point at which it is quite out of line with developments 
abroad, a deflationary or regulative policy alone would be mis- 
directed. A devaluation of the krona —if international agreements 
admit this — should in such a situation be the appropriate answer to 
the cause of the exchange crisis. But the risk of inflationary impulses 
(as described in more detail in Chapter x) must in this case be met by 
a sufficiently restrictive monetary and fiscal policy. If, on the other 
hand, external balance can only be attained through the application 
of general methods at the price of internal unemployment (because 
the exchange difficulties have arisen by reason of depression and 
deflation abroad), a general regulation of imports may very well 
come to be regarded as the lesser evil. In an international currency 


1In 1954-55 the Riksbank’s reserves of gold and foreign currencies corre- 
sponded only to about three months’ imports to be compared with reserves cor- 
responding to one year’s imports in the last years of the 1930s. To the present 
reserves can be added Sweden’s drawing rights within £.P.U. corresponding to 
about another month’s imports. 

2 In any given situation the causes are never very clear. During 1952 and 1953 
such apprehensions were common in private business. The wage level in Sweden 
had risen since 1949 much more rapidly than in most other comparable countries; 
there was no particularly large rise in productivity in the Swedish economy that 
could compensate for the unfavourable cost situation. Theoretically there was a 
clear case for devaluation; but in practice Sweden’s current balance of payments 
showed surpluses in 1952 and 1953 and only a very small deficit in 1954. 
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crisis, with detailed import regulations in a large number of countries 
seriously affecting a considerable part of Swedish exports, it may 
obviously be necessary to fall in with the international system of 
regulations. If, on the other hand, there is some possibility of reach- 
ing external equilibrium by having less inflation in Sweden than in 
other countries or perhaps by tolerating a moderate increase in 
unemployment (say from 2 to 4 per cent), it should be possible to 
hold to the general line of exchange policy recommended here, the 
aim being to avoid relying on and reckoning with import regulations, 
even when the reserves of foreign exchange are relatively low. 


THE REGULATION OF BUILDING ACTIVITY AS A MEANS 
OF ECONOMIC POLICY 


The experiences of the post-war period. The regulation of building has 
comprised not one regulation but two. It consists first in the regula- 
tion of new building undertakings through a law requiring permits to 
be obtained for all building work. Secondly, it involves some regula- 
tion of the use of manpower, by which an attempt is made to control 
the inflow and use of labour in the building trades. 

Considerable changes have occurred in the scope and direction of 
building regulations since the end of the war. Characteristic fluctua- 
tions have occurred in the ratio of building permits issued, determin- 
ing the permissible volume of building, and the physical possibilities 
of building, limited by the supply of building materials and labour. 
The laxity in the granting of permits in 1946, resulting in a large 
excess demand for materials and labour in 1947 and 1948, led to the 
inception of many building projects and greatly prolonged building 
times (see Fig. 9, p. 68). It took a long time to rectify this maladyjust- 
ment, despite a severe curtailment of the number of licences granted. 
By 1949 something like equilibrium had been reached and a return to 
a relatively liberal licensing policy (involving complete freedom from 
building control in certain areas) led in 1950-51 to a repetition of the 
experiences of 1947. Building activity again tended to become exces- 
sive relative to the existing resources of materials and labour during 
the inflationary situation of 1950-51. It should be added that the 
shortage of building workers, which on different occasions had been 
a more severe check on building activity than the licensing system, _ 
was partly connected with the measures taken by the employment 
exchanges against the recruitment of new workers into the building 
industry. These measures had been introduced during the war with 
the specific intention of preventing labour from being drawn in to the 
building industry. 
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Changes have also come about in the distribution of building per- 
mits among different types of activity. Here, very substantial problems 
exist. The large reduction in building permits after 1947 primarily 
and most severely affected house-building. If a substantial effect was 
to be quickly achieved, it was inevitable that there would have to be 
a drastic curtailment of house-building which was the predominant 
item. House-building constituted as much as about 4 of the value of 
regulated building activity (1500 out of 2400 million kronor in 1947), 
the rest being distributed among small items, of which industry was 
the next largest, with a value in 1947 of 360 million kronor. The result 
was also that the volume of house-building was cut down by nearly 4 
from 1947 to 1949 (from not quite 60,000 to about 40,000 completed 
dwellings) while the reduction of the total value of other types of 
building was insignificant. 

Plans have been put forward in the annual investment budget both 
for the total volume of building activity controlled by permit and for 


‘its allocation into uses. It has been necessary for the authorities, in 
‘determining the quotas for different branches of industry, to make 


decisions on the degree of urgency of different investments. Changes 
have occurred in the concept of the orders of priority. At first, when 
the problems of the exchange crisis were predominant, the building 
needs of export industries (with an eye especially on dollar exports) 


were in the class of highest priority alongside those investment needs 


which were most urgent from the supply point of view in basic and 
key industries. In view of the shortage of foreign exchange and the 
lack of labour during the years of inflation, preference was given, 
moreover, to building investments which promised a rapid increase 
in the production of essential commodities, especially if they had the 
additional merits of decreasing imports and involving little need for 
new labour. On the other hand, building controls were very restrictive 
towards investments which were ‘non-productive’ or only indirectly 
productive, e.g. in offices, warehouses, hotels, theatres, garages or for 
purposes of distribution. 

Gradually, however, and especially after the presentation in the 
autumn of 1951 of the economic programme for the five years 
1951-55, a substantial change became evident in the priority scales.’ 
Now that the exchange problems and the acute difficulties of supply 
had faded into the background, industrial building investments had 
lost their position of priority, while the needs of building for public 
utility purposes (schools, hospitals, roads, etc.), including houses 
came to the fore. In the investment budget for 1952, the aim was 
therefore to bring about a considerable absolute reduction in build- 

1 See Ekonomiskt langtidsprogram, 1951-55 (S.0.U., 1951:30), Chapter v. 
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ing and construction activity for industrial purposes within the limits 
of a total rise in the calculated volume of building of about 5 per cent. 

Within the limits set up for the total grants of permits, quotas have 
been fixed for different areas of economic life and branches of indus- 
try. Within these quotas individual building permits have been issued 
to firms after each particular case has been examined. Obviously it 
was not possible with building to set up a quota system, as with import 
regulation, based on activity in a given year. All decisions have 
depended on the competence of the licensing authority in judging the 
merits of each particular building project, in consideration also of the 
general aims of the current investment policy. The system of allocat- 
ing quotas to the different branches of industry certainly simplified 
the problems of administering the regulations but has in fact only 
meant that ‘the arbitrary nature of regulation acquired more system- 
atic form.” 


Building regulation as a means of stabilization. The experiences of the 
post-war period have clearly illustrated certain inevitable weaknesses 
associated with the use of building regulation for the purpose 
of achieving general economic stability. The inevitable sluggishness in 
reaction of building regulation means that it is little suited for use as a 
means of countering rapid cyclical fluctuations. It has been calcu- 
lated that on the average at least two years have passed between the 
granting of the permit for an industrial building project and the 
completion of the addition in question to productive capacity. Since 
the government’s investment plans are largely made according to the 
current exchange and supply situations, both of which may change 
rapidly, there have obviously been considerable risks of misdirected 
investment. 
Another unsatisfactory feature of building regulation has been the 
difficulty of controlling the total volume of building activity in 
various areas. The values laid down for building activity in the in- 
vestment budget give an exaggerated idea of the precision of the 
authorities’ knowledge of conditions. It is of course only the start of 
new building undertakings which is controlled by grants of permits, 
while the extent of building activity at any given moment is princi- 
pally determined by the supply of labour and materials. Applications 
for building permits indicate the value of the projected building 
scheme. A licence budget is drawn up by the governmental authority — 
for the coming year giving the total value of the building permits 
* Quoted from Lars Lindberger, P.M. rérande byggnadsregleringens verknings- 
sdtt: Appendix A in the 1949 Investment Committee’s Betdnkande angdende 


generella metoder och fysiska kontroller inom investeringspolitiken. (S.O.U., 
1953:6.) The account given here is largely based on Lindberger’s memorandum. 
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which the authorities plan to grant. Behind this licence budget there 
is a real budget which concerns the expected or planned volume of 
building activity during the year in question. The latter must take 
account of permits granted earlier but not used and of building 
activity in progress, but in order to do this assumptions must be 
made as to average times for building, etc. From Fig. 9 on p. 68 
it is evident that building times have varied greatly in the different 
phases of post-war economic fluctuations, with an accompanying 
variation in the relationship between actual building activity and 
grants of licences and investment plans. A further important circum- 
stance to be considered is that although the values indicated in the 
applications for permits provide the basis for the whole system 
of planning, their significance is extremely indefinite and variable. 
When the licensing policy is very restrictive, contractors have a 
natural inclination to quote the lowest possible estimates of the costs 
of building projects for which they require a licence. There is little 
possibility of making subsequent checks on the estimates submitted. 
In addition to these uncertainties, when prices are rising rapidly there 
may easily be large differences between the cost originally calculated 
in the licence and the actual cost during the year in which the work 
is carried out; corrections which are afterwards made in order to 
eliminate these errors must be uncertain within very wide margins, 
especially for the inflationary years 1950-52. 

It is illustrative of the particular difficulty of controlling industrial 
investments that the value of new and re-investments in industrial 
buildings and other constructions amounted over a series of years to 
more than twice the value of building permits granted to the enter- 
prises involved. This large difference is primarily the result of the 
above-mentioned uncertainties and incorrect sources of information." 
These enormous margins of uncertainty indicate how impossible it is 
to estimate the current results of building regulations. The difference 
of predictability between the effects of direct control and those of 
monetary policy does not seem so large, therefore, as might appear at 
first sight from the precise impression given by the ‘real’ and ‘licence 
budgets’ which are drawn up. 

This conclusion is still more convincing when one observes that the 
greatest weakness in building regulation as an instrument of a stabili- 
zation policy is the fact that the part of the building activity controlled 
by permit in Sweden only embraces a minor part of total investment 
activity. In 1950, it amounted to something over 2000 million kronor, 


1 An additional problem is the difficulty of distinguishing between ‘reconstruc- 
tion’ for which building permits are as a rule required, and ‘repair and mainten- 
ance’ which have not been controlled. 
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or about 25 per cent of the total value of gross investments. Accord- 
ing to earlier experiences, other sections of investment activity 
(especially stock investments and purchases of industrial machinery) 
show larger economic fluctuations than building activity (see Chap- 
ter 1). 

What is needed in a situation of full employment in which tenden- 
cies to inflation are present is of course some means of restraining 
total investment. Not only is it not feasible in practice to use the 
weapon of physical regulation to control purchases of machinery by 
businesses, changes in stock-holdings or expenditure on repairs, but it 
is also improbable that a moderate reduction of building investment 
in the private sector of the economy will have a predictable indirect 
influence cn investments in machinery or in stocks. The experiences 
of the years 1948-51 showed that industrial investment in machinery 
rose very greatly despite the curtailment of building activity, while, 
as was seen earlier, investment in stocks fluctuated violently through- 
out the period. One could even presume that, to the contrary, the 
fluctuations of investment in machinery and stocks would rather 
tend to increase if building activity is seriously restricted during a 
boom. It may be assumed, ceteris paribus, that such investment will 
attract a greater supply of funds when building activity is limited, at 
the same time as the risk arises that it will decline still more sharply 
during an economic recession. 

The question arises, therefore, whether building regulations can 
really be thought — as has often been suggested in discussions in 
Sweden — to have a moderating effect on economic fluctuations. Is it 
possible, by means of building regulations, to divert a substantial 
part of building activity in the private sector of the economy away 
from the boom years to periods of less favourable economic condi- 
tions? It is scarcely conceivable that one can successfully hold back 
attractive building projects during periods of inflation in order to 
carry them out afterwards when less favourable general conditions 
offer better supplies of labour and material. Building plans which 
originate in the high profits and profit expectations of a boom may 
well appear far less attractive when general economic conditions 
have deteriorated. The final effect of such a policy over a longer 
period may partly be that total investment in industry is kept by 
governmental intervention at a lower level over the cycle than 
would otherwise have been the case, and partly that investments are 
badly distributed between the different areas and purposes. In both 
events, the rate of expansion of the economy may be obstructed. 

* This point of view has been put forward in the report quoted of the is ars 
investeringskommitté (S.O,U., 1953:6). See op. cit., p. 73f. 
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As has been pointed out above, house-building forms the pre- 
dominant item of building activities under control. This is the item 
which is primarily affected by tightened restrictions in a boom. The 
argument for the stabilizing effect of building regulation is without 
doubt the most interesting in this field of activity. It is possible to 
construct an ideal method of removing economic fluctuations, aiming 
partly at postponing as much house building as possible to periods of 
relatively low economic activity when the housing reserve will in 
consequence increase, and partly at allowing a reduction in house- 
building during the booms to result in a gradual decrease of the 
housing reserve. It should be pointed out, however, that the possibil- 
ity of using building regulations as a means of countering economic 
fluctuations becomes greatly limited as soon as more realistic assump- 
tions are made. The mobility of building workers is not so great that a 
substantial reduction of house-building can be accomplished without 
creating some unemployment. Investment policy obviously cannot be 
constructed merely as a relatively simple problem of smoothing out 
fluctuations. If generally full employment and the risks of inflation 
may be expected to continue to dominate Swedish economic life, the 
problem is not to move building activity from one period to another 
but to limit investment activity altogether, so that the inflationary 
tendencies are held in check and general economic balance is achieved 
and maintained. Neither is it feasible, starting from this assumption, 
to concentrate the reductions in investments in those areas which are 
the most easily accessible to methods of regulation. Such a policy can 
only result in distortions in investment activity which will in due 
course have to be rectified. It then becomes necessary to think in 
terms of alternating 5-year plans for regulated building activity of 
varying composition and size, without these plans having anything 
to do with the aims of general economic stability. 

The conclusion to be drawn from the above discussion is that the 
regulation of building activity must be regarded as a rather defective 
instrument both from the point of view of moderating economic 
fluctuations and also with reference to long-term plans for the 
direction of investments. The precision both in planning and in 
results are more apparent than real. There is only a small possibility 
that regulation may be used effectively in order to control the direc- 
tion of investments, if only because a limited part of total investment 
activity comes under control. The fundamental difficulty of setting up 
rational criteria for the regulation of building will be taken up from a 
different angle in the last chapter. 

"1A final point is that the regulation of building is considered to have been of 
great importance in removing the large seasonal variations in building activity 
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THE FUNCTIONING OF PRICE CONTROL 


Price control and an inflationary gap. It may be said that there is 
fairly general agreement that a general control over prices (e.g. in the 
form of a price freeze) has an important function to fulfil in a supply 
crisis or in a temporary inflationary situation. Experiences during the 
Second World War and even on various occasions since the war have 
shown that under favourable conditions price control is capable of 
stabilizing prices or at other times of moderating the speed of the 
price rise and checking the extent of speculation. 

In Chapter vi I stated my views on the causes and effects of a 
general price rise in a situation in which there is general excess de- 
mand. Since rising prices do not in such situations imply any approach 
towards a state of equilibrium but, on the contrary, tend rather to 
evoke speculation at different points in the continuance of the price 
rise at the same time as increases in investments and in wages are 
extending purchasing power, a comprehensive price control is one of 
the important methods by which the inflationary tendency may be 
moderated and halted. 

The danger of using general price controls to meet inflationary 
strains of this kind lies of course in the possibility that the inflationary 
situation may thereby be perpetuated. The combination of price con- 
trols and an inflationary gap has been characteristic of much of the 
post-war period. Price regulations in themselves cannot eliminate or 
even significantly reduce the general excess of demand (see Chapter 
vit); they can only check or moderate an open inflation. With a more 
permanent price control of the kind there has been in Sweden and 
elsewhere during the post-war period numerous problems have arisen 
which illustrate the difficulties of pursuing a regulative policy over a 
long period. 


The principles behind price control. Price controls have probably been 
the part of the policy of regulation which has changed the least during 
the post-war period. Certainly the extent of price control has varied; 
sometimes, when the market conditions have suggested that prices 
might be about to fall, the price-freeze has been cancelled for some 
goods and groups of goods (as in 1949 before devaluation). But price 
control was liquidated very cautiously. Not until the more pro- 


which occurred in the inter-war period. It is still not possible to decide to what 
extent the removal of seasonal variations has been the result not of regulation but 
of the excess pressure on the demand side which has prevailed in the building 
industry in the post-war period. See the discussion in Investeringskommitténs 
betdnkande, Chapter v1. 
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nounced easing of conditions in various sectors of industry in 1952 
were price controls removed over a wide area. The price control 
policy was then re-strengthened in 1954 when new inflationary 
tendencies appeared. 

Governmental regulation of prices was authorized in Sweden by a 
special permissive law which gave the authorities the power to use 
certain methods of regulation. The aim, direction and scope of price 
controls have been laid down to some extent in directives issued by 
the government on various occasions. But the decisive factor has been 
the interpretation of these directives which has emerged from the day- 
to-day activities of the price control board. 

The content of the directives during the post-war years was in close 
accordance with the ideas contained in the Séderlund memorandum 
of 1942 (see footnote on p. 267). It has always been a question of 
restricting price increases to the minimum through the policy of 
granting permission to raise prices only in quite exceptional circum- 
stances, while the technical foundation for the policy has as a rule 
been a general price freeze. Conditions made it possible to pursue a 
price freeze policy with success during the years 1942-45 but these 
conditions disappeared when import prices and wages began to rise 
steeply from 1946 onwards. The price control board could then do no 
more than keep a very uneven check over the size of the price in- 
creases. 

When a fresh attempt to stabilize incomes and wages began in 
earnest in 1948, a more severe price policy was held to be necessary. 
In the middle of the year, the government issued more rigorous 
directives which were described as provisional during the one and a 
half years for which they were valid. They were subsequently ex- 
tended by further similar directives. One important pronouncement 
said: ‘If the price of particular commodities leads to losses, this does 
not in itself form a reason for increasing the price of the articles con- 
cerned, providing the business as a whole is not being conducted with 
unreasonably low profits or with an over-all loss.’ This constituted a 
bold and strict statement of the general line of price policy which has 
in fact been operative in principle ever since 1942. Nevertheless, this 
wording was moderated in later directives. = att 

It is clear that a price control authority which aims at restricting 
price increases to the minimum all along the line cannot examine 
isolated cases of individual prices that are too low when these are 
‘voluntarily’ brought up for discussion by businessmen without at 
the same time examining the profitability of the firm and of the whole 
branch of that industry. If profits as a whole proved to be high, it was 
the duty of the price control board to refuse to sanction an increase of 
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the prices which were too low unless sufficiently large compensating 
reductions were made at the same time for other goods. This principle 
has been the cause of severe friction between the authority and busi- 
nessmen. The rule has often been difficult or impossible to apply, inter — 
alia, in view of the very great differences which often exist in the im- 
portance of the particular products for firms within the same branch 
of industry. The rejection of an application for permission to raise a 
price or the need for lengthy negotiations have often led to differences 
of opinion concerning the application of this rule between the 
price control board and business firms and their organizations. The 
replies to the questionnaires in the sample survey referred to earlier 
have revealed that the knowledge of the board’s principles of conduct 
has quite often caused businessmen to avoid contact with the price 
control and thus to refrain from requesting permission to raise prices 
which are too low. 


Distortions caused by price control. The price policy pursued during 
the war-time and post-war inflations has led to the creation in a 
number of ways of unnatural or maladjusted price relations and these 
have resulted in distortions in production and distribution. It is 
apparent from the findings of the questionnaire survey that such 
distortions arising out of wrongly adjusted price relations must have 
been common in the years 1947-49. Businesses reorganized their pro- 
duction and distribution on new lines (e.g. by taking up different 
products which had not been frozen in price, by exporting instead of 
selling on the home market or by discontinuing altogether the manu- 
facture and sale of articles of which the price was strictly controlled), 
in order to adjust themselves to the excessively rigid price structure 
maintained by price regulation. 

Many other factors also helped to distort price relations. The most 
important, and technically the most difficult to avoid, was the fact 
that a strict regulation of prices must affect different areas of industry 
and different products with greatly differing severity. It is relatively 
easy to control and keep down the prices of the large standard pro- 
ducts (such as pig-iron, flour and margarine); on the other hand, price 
control must always be extremely ineffective when applied to goods 
the quality of which is both variable and difficult to assess (such as 
ladies’ hats and car repairs) or to contract undertakings, varying 
greatly from case to case, as carried out on a large scale by the engin- 
eering industry. There is no doubt that price controls have in general 
succeeded in keeping down the prices and profit margins of the large 
standard articles, while price developments in certain other fields 
have on the whole been free, even though a formal price-freeze was in 
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operation. These circumstances are clearly revealed in the findings of 
the questionnaire survey and it is very apparent that newly estab- 
lished firms in particular felt themselves largely free from price con- 
trols. 

A further point to be noted is that for obvious reasons price control 
has been directed in particular at the prevention of price rises in areas 
of special importance from the point of view of shortages. Though 
motives of justice and consistency have compelled the price control 
board to operate even in peripheral areas, it concentrated inevitably 
on points regarded as strategic and especially on those goods which 
carry great weight in the cost of living index. What some people have 
called index consciousness has on certain occasions shown itself in the 
management of price control, especially when wage agreements have 
in one way or another been connected to movements of the Social 
Board’s cost of living index. This was the case in the agreements con- 
cluded during the war years and for some short periods after the war, 
especially perhaps in 1950 when one condition of the stabilization of 
wages was that the cost of living index should be held below an 
agreed — and very low — ceiling. 

There were many reasons therefore why a rigid price structure and 
considerable distortion of price relations resulted from the kind of 
price control which has existed in Sweden. It is impossible, however, 
to define clearly what is meant by maladjusted price relations, just as 
it is to distinguish unmistakably the effects on production and dis- 
tribution of the different methods used by businesses to avoid or 
adapt themselves to the controlled prices. Many examples from 
1947-49 illustrate how the output of essential standard articles was 
reduced in favour of less important manufactures for which the 
profit margins were more attractive since their prices were ineffec- 
tively controlled or not controlled at all. 

The annual inquiries into profits carried out by the price control 
board have shown that the profit position has been extremely uneven 
between one branch of industry and another.? Two principal general 


1 The cost of living index (1953 = 100) was at 166 in December 1949. Accord- 
ing to the agreement between the Employers’ Association and the Trade Union 
Organization, Trade Unions would have the right to call for negotiations if the 
index rose to 169, but it was inserted in the record of the discussions that wage 
negotiations would take place if the index figure reached not 169 but only 168.38, 
the figure which already applied to civil servants. iid 

® These inquiries, based on information from a very limited number of firms, 
mainly in industry, are principally designed to estimate the size of gross profits 
and their relation to turnover. No far-reaching conclusions can therefore be 
drawn from this material; the interpretation is made still more difficult by the fact 
that representative material is lacking for the inter-war period. 
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observations may be made from a study of profit trends since the 
war. Firstly, very great inequalities in the profitability are shown 
between different branches of industry as well as between different 
firms within the same branch of industry (and indeed between 
different products within the same firm). Obviously such inequalities 
have always existed and they are among the normal characteristics of 
a dynamic and expansive economy. But price regulation has certainly 
accentuated the tendency. Secondly, despite the severity of price 
control, a high profit situation has in general continued to exist in the 
economy. 

It is extremely important, however, to keep in mind that distortions 
of this kind are also to an indeterminable extent the result of infla- 
tionary pressures and the accompanying difficulties of supply and 
shortage of labour in the years in question. Excess demand may be 
expected to affect different branches of industry to very different 
degrees, and this is likely to result in uneven profits and to bring 
about a different distribution of production from that which would 
have developed in conditions of general economic balance and free 
price formation. Another aspect of this complicated picture is the 
fact that very large price differences have existed for most of the 
time between goods produced and sold internally on the one hand, 
and similar imported and exported goods on the other. One impor- 
tant task for price control has been, of course, to prevent the relatively 
high prices of exports and imports from causing prices to rise on the 
home market. Consequently, unnatural price relations have some- 
times existed between imported foreign products and corresponding 
home products (e.g. iron), as well as between the domestic and 
export prices of home produced goods (e.g. forest products). 

Clearly, any attempt to assess the distortions created by price 
control raises complicated problems. But the mere fact that com- 
plications exist does not destroy the validity of the conclusion that 
price controls, administered in the forms and with the aims indicated 
above, do have seriously distorting effects. It may be concluded also 
from this analysis that these effects are likely to increase with the 
duration of the period during which strict price controls are applied. 
These conclusions are by now quite generally accepted in a qualita- 
tive way, although it is impossible to define and still less to measure 
the size of these distorting effects or to apportion blame between. 
price controls as such and other causes (especially the existence of 
excess demand). 


The competitive price system as a model for price control. What 
possible criteria may be applied in the preparation of measures for 
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the regulation of prices? It has sometimes been said that price con- 
trol should have as its model the price mechanism as it operates 
under conditions of free competition in a balanced economy. If this 
were so, the object would be to prevent prices from rising above the 
level which would be operative in conditions of effective competition 
and ‘normal’ demand, i.e. without an excess demand determined by 
the existence of inflation. This view means not only that there should 
be a prevention of speculative price increases likely to produce higher 
profits, but that price increases resulting from shortages are also to 
be avoided. The principle implies that a decrease in turnover (e.g. 
as a result of a lack of raw materials, or of rationing) does not — 
provide a reason for a compensating increase of prices; in normal 
conditions of competition, firms cannot as a rule compensate them- 
selves for higher fixed costs (per unit of sale) caused by a decrease in 
turnover but often have to submit to a decline in prices.’ 

Another principle taken from the model of free competition is that 
the replacement price for raw materials and manufactures is to be 
decisive in the cost calculations which are to be used as the basis for 
price fixing. This means, for example, that when prices are generally 
rising, prices are to be determined not by an average of the prices 
actually paid for stocks in hand, varying for different enterprises, 
but by the cost of replacement of the items which are used or sold. 
When this principle is applied, higher prices for raw materials and 
other goods are passed on into the prices of finished goods more 
quickly than would be the case if some kind of average cost method 
were applied. But on the other hand, a consistent application of the 
replacement cost principle also means that a rapid process of price 
reduction would immediately be effected throughout the whole price 
structure when raw material prices etc., begin to fall, without refer- 
ence to the relatively high purchase costs for outstanding orders and 
stocks on hand. For profits on stocks made when prices were on the 
way up, there would thus be corresponding losses when prices were 
on the way down. 

This excellent principle has always been generally agreed upon on 
both sides of the negotiation table and has in fact been included in all 
the directives concerning the activities of the price control board. 
Nevertheless it has been impossible in practice to apply it except 
with serious modifications. It is obviously the duty of a price control 
authority to check and delay a process of rising prices. The price 
control board has often — not least during the inflation of 1950-51 — 
been unwilling to include the more speculative and temporary 

1 For a discussion of this principle from another aspect, see Chapter vi, 
pp. 127-31ff. 
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increases in raw material prices (e.g. of wool in 1950) in their calcu- 
lations. The great length of time not infrequently taken up in nego- 
tiations with the price control board has also contributed towards 
holding up a price rise. It should be noted further that the mere fact 
that the price control board has agreed to accept the above principle 
for the calculation of costs has not automatically implied that the in- 
creases in costs which have been shown, although correctly calculated, 
have been accepted as grounds for raising prices. As has been pointed 
out, the profitability of the firm as a whole and of the branch have 
also to be taken into consideration, and on this point it has not been 
possible to set up definite criteria. The directives for 1951 speak of 
‘reasonable trading profits’ and, as a condition of sanctioning a price 
increase, ‘a profit which must obviously be described as too low in 
the light of existing conditions’. This is in fact the most crucial point, 
and here the price control board has had a very free hand in inter- 
preting the directives. 

In one further respect a model has been sought in the ideal picture 
of the price system under competitive conditions. The directives have 
indicated that prices should be determined in consideration of the 
costs of the most efficient firms in the branch. Under strong com- 
petition and in the long run the firms with the highest costs, but for 
whose output there still is demand, must find that their profits are 
low or do not fully cover their fixed costs. The profit trends show, 
however, that, on the average for industry as a whole, price controls 
have not been so rigorous as to prevent total profits remaining at a 
high level throughout the post-war period of high employment. Of 
course it must be kept in mind that the inequalities pointed out above 
have been very large between one branch and another. The ability 
of firms to avoid, or adjust themselves to, price controls in the ways 
described has also been an important factor. It must be added as a 
final point that in the negotiations the firms have always known 
more about costs and prices in their branches of activity than the 
negotiators on the other side of the table and have therefore as a rule 
been able to see to it that they have not been hit as hard as the price 
controllers intended — or as might have been supposed from the 
dejected countenances of their representatives. 


Examination of costs and rationalization of the cost structure. An 
important circumstance which has emerged from the activity of the 
price control board is that differences in costs between different firms 
in the same branch of activity have often been very great. This has 
raised difficult problems for a price control which aimed at keeping 
the total price rise to the minimum. An increase in costs which could 
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perhaps be very easily borne — or even not felt at all — by the most 
efficient firms in the branch, may nevertheless have made it necessary 
for other firms to increase prices if their production is to continue at 
all. Such problems were solved during the war—if the products 
involved were essential supplies — by means of different kinds of 
clearing and subsidy arrangements. Since the war negotiations have 
on many occasions been made extremely complicated or have been 
delayed because the board has attempted to find ways of levelling 
the cost differences between the firms. As a rule the firms — especially 
the more efficient — have staunchly opposed approaches of this sort. 
Differences in costs and profits are of course generally regarded as the 
manifestation of differences in the skill and the foresight of different 
firms (e.g. in purchases of raw materials and in rationalization) and 
that they should therefore be accepted; clearing arrangements which 
mean that the more efficient firms subsidize the less efficient may lead 
in the long run to a general decrease of efficiency. 

Price control has in yet another way come up against the important 
question of the extent to which the cost structure in a branch of 
industry shall be taken as given in the determination of prices. One 
motive for a severe regulation of prices — perhaps again derived from 
the ideal of free competition — is that controls should restrict in- 
creases in costs and enforce efficiency in production and trade. But 
price controls as a rule do not tend to have these effects under 
inflationary economic conditions. Prices often appear ex post to have 
been fixed too high. The general view exists and was corroborated to 
some extent by the replies to the questionnaires that prices authorized 
by the price control board tend to eliminate price competition; the 
effect of price regulation will very often be to support the ever- 
present inclination to maintain unnecessarily high prices. It is an 
old observation, holding good for both a free and a regulated eco- 
nomy, that excessively high prices tend in various ways to operate 
as an upward draught upon costs, causing them to rise. There is no 
doubt that the high profits and prices of the post-war economy have 
brought about an unnecessary enlargement of productive costs (in 
addition to the violent wage movements which were partly induced 
in turn by the inflated profits). Again, it is difficult to apportion 
blame. The essential cause is of course the entire condition of infla- 
tion, but price regulations have without doubt contributed towards 
this tendency. 

In view of these circumstances, it is quite natural that the price 
control board has to an increasing extent assumed the task of 
critically examining the actual cost structure in various branches of 
production and trade. This would mean that actual costs could not 
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mechanically be accepted as a basis for price fixing. During the period 
of stabilization of 1948-50, wage rises granted and paid were thus 
not accepted as motives for an increase of prices. It was possible in 
this way to buttress the wage-freezing agreements which were opera- 
tive during this period. Attention has especially been directed against 
‘monopolistic price fixing’. Obviously, this is a very indefinite 
expression, elastic enough to satisfy many possible interpretations. 
Every deviation from effective price competition may from this point 
of view be regarded as providing grounds for intervention by regu- 
lation. The price control board has on many occasions taken up 
cases where it has been considered that price competition has been to 
a great extent replaced by expensive methods of sales promotion 
with large retail trade margins and price maintenance agreements. 
When the price control board uses its power to lower prices and to 
reduce margins with the intention of enforcing ‘efficiencies’ in dis- 
tribution and eliminating ‘unnecessary’ costs, it is embarking upon 
a commission which is outside the explicit terms of reference laid 
down by the government and Riksdag in the law for price regulation. 
When price regulation uses such a criterion as reasonable profit 
within a whole branch of economic activity this at once opens up 
great possibilities for the use of discretion. But when the whole cost 
structure of the industry is to be examined from the point of view of 
various other desirable effects, the power of the price regulating 
authority becomes almost unlimited and the risk of arbitrary and 
inequable decisions may become very great. This result is, as I have 
suggested earlier, a quite natural outcome of a price control which 
lasts for a long time. As the ambitions of the authority grow, so do its 
duties. 


Price control in normal conditions. From the point of view of the 
tendencies discussed in the last section, it is perhaps natural that a 
price control authority will assume the duty of ensuring that 
prices develop in a desirable way even in more normal market con- 
ditions when the risk of excess demand has disappeared and a 
buyers’ market has come into existence. Attention has been increas- 
ingly directed in very recent years to the costs of distribution. There 
has been some fear that freer conditions would for various reasons 
result in an increase in the costs of distribution. Without control over 
distribution costs, a fall in the prices of industrial products would 
thus not lead to a corresponding fall in the selling-price to the con- 
sumer, partly because distributors would seek to raise their percen- 
tage profits in order to cover distribution costs (which were lowered 
earlier by price regulations), and partly because competition in dis- 
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tribution may easily find expression in increased selling costs. Such ten- 
dencies certainly exist; they made themselves clearly felt in the 1930s. 

No doubt it would always be possible to adduce good or bad 
motives for extending or continuing price controls over different 
areas. Such motives exist whether it is feared that prices will rise too 
much in a coming inflationary boom or will not fall quickly enough 
or far enough under more normal conditions of competition. There 
are serious deficiencies in the manner of functioning of a free price 
system both in inflationary and in deflationary economic conditions. 
It was particularly emphasized in Chapter x that there always are 
great risks that declining costs and rising productivity are not 
followed (or are not followed fast enough) by price reductions, 
whereas it is usually not long before prices increase when costs begin 
to rise in a boom. This bias in the functioning of the price system 
creates serious dangers in the long run for the development of wages 
and for the value of money. There are good reasons therefore for 
attempting by various methods of price control to make the price 
system function more efficiently in the respects mentioned. Obviously 
the problem also involves the creation of a general atmosphere which 
will promote competition, a problem dealt with in more detail in 
the last chapter. 

As has been pointed out, price controls were relaxed over con- 
siderable areas during 1952 and 1953 since competition, not least 
from imports because of the liberalization of foreign trade, then 
enforced significant price reductions. It is evident, however, that the 
trend was uneven and that an active government price control at 
various points could succeed in lowering prices to some extent. The 
conclusion drawn above from Swedish experiences of the difficulties 
of controlling price developments in the inflationary conditions of 
the post-war period by means of price controls should, however, 
apply in my view with even greater emphasis to an active policy of 
price reduction when the economy is in balance. The initiatives must 
then be taken by the price control board since there are not likely to 
be any applications for permission to reduce prices. Actions by the 
board to reduce prices are therefore likely to be very unevenly dis- 
tributed and, since objective criteria do not exist, to arouse con- 
siderable feelings of uncertainty in the economy. It is not at all cer- 
tain that such price regulation, as a lasting ingredient in economic 
policy, would make firms reduce prices themselves to an increased 
extent merely because they felt they were being supervised. The result 
might well be that on the contrary they would as far as possible wait 
for the board to act and thus allow the entire responsibility for pric- 
ing to rest with the state. 
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There are other dangers arising from the retention of price con- 
trols which should also be mentioned. It would be easy to decide 
that certain prices in declining branches of the economy were falling 
too far; this was of course a common view in several countries during 
the 1930s (e.g. in the U.S.A. and Norway). In some ways the motive 
for price regulation which is potentially the most dangerous arises 
in the situation when severe price reductions in a depression create a 
need for price regulation in order to protect certain branches of 
industry and to stabilize employment. In those conditions, govern- 
mental authorities and the organizations of interests in the private 
sector of the economy would have far less difficulty in coming to 
terms than at present, on the basis of a common concern in the stabili- 
zation of incomes and employmentin different spheres of the economy. 
If this occurred it would be to an indeterminable extent at the ex- 
pense of consumers in the non-protected spheres. Such demands for 
extended price regulation have so far not been asserted in Sweden to . 
any great extent outside agriculture, but only because such economic 
conditions have not yet come into existence. 
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CHAPTER XII 


ECONOMIC POLICY AND THE FUNCTIONING 
OF THE PRICE SYSTEM 


GENERAL SURVEY 


New experiences of economic stability and instability during the post- 
war period. The critical examination of the various means of econo- 
mic policy which was made in Chapters v-xI started out in the main 
from the assumption of certain general aims of economic policy 
(concerned with the price level, employment, general economic 
equilibrium and the foreign exchange position). The investigation 
has led to a highly sceptical attitude towards the possibility of 
achieving even a fair degree of precision in assessments of the effects 
of various policy measures; this conclusion refers both to the more 
genera] methods of monetary and fiscal policy as well as to specific 
regulations. It should have been evident from the foregoing discus- 
sion of the economic policy pursued in Sweden during the inter-war 
and post-war periods that there is also good cause for scepticism 
regarding the ability of the authorities to choose the appropriate time 
and scope for the measures to be introduced. 

The difficulties of estimating the effects of economic policy spring 
from the impossibility of obtaining a clear view of the inter-relation- 
ships between different economic developments. These difficulties 
have been a recurrent theme throughout this work. One immediate 
consequence is that forecasts may very easily go wrong, both in 
general and in detail. Errors of forecasting were experienced during 
the inter-war period but they have certainly become more obvious 
since the war, not least because the greater ambitions of economic 
policy have been based on and have made necessary official forecasts 
(e.g. in the form of the national budgets) on a much larger scale than 
ever before. 

Outside disturbances to the Swedish economy have been felt in a 
different way and have been in essential respects different in kind 
from those of the inter-war period. This reason alone has made it 
impossible to observe to what extent the cyclical behaviour of the 
Swedish economy has undergone changes since 1939. The pheno- 
menon described in the first chapters of this work concerning the 
fluctuations of the Swedish economy and the strong tendency to- 
wards inflation indicate that the economic problems of the post-war 
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years have in significant respects been different from those of earlier 
decades; and to this must be added the fact that the new aims and 
methods of economic policy have caused the problems to take new 
forms. But it would have indeed been remarkable if such changes in 
general conditions as the stagnation in population growth, the 
increase in the influence of the state, higher taxation, the vast increase 
in the strength of the large organizations representing different in- 
terest-groups and the consequent increase in their economic and 
political power, had not caused considerable transformations to 
occur in economic behaviour by comparison with the inter-war 
period. 

The entire socio-political milieu has undergone significant changes 
since 1939 which have found expression, for example, in the greater 
demand for security in employment and for social welfare. This 
changed milieu has been important not only in determining the back- 
ground to the formulation of economic policy, causing it to be 
directed towards full employment and the strict observance of social 
requirements (e.g. in the attachment of monetary policy to low inter- 
est rates), but also to some extent in influencing the outlook and 
reactions of businessmen. Greater consideration for employees has 
found expression in various aspects of the social policies of firms 
themselves as well as in a conscious endeavour to follow a more 
stable employment policy with more far-sighted aims than had been 
usual in the past. It was evident, for’instance, that firms within the 
textile and engineering industries faced the market difficulties of 1951 
and 1952 with quite a different attitude from that with which they 
faced the problems of the 1920s, seeking to maintain employment 
and doing everything possible to avoid the dismissal of employees 
except out of extreme necessity. 

There is certainly a great deal of truth in the concept of a post-war 
‘new world’ with a greatly changed political, economic and social 
milieu, in which substantially larger claims are put on businessmen 
in matters of long-term planning and responsible employment policy. 
It is possible, as has been suggested, that this development has begun 
to call into existence a new type of industrial leader who reacts 
differently to economic changes from his counterpart in the 1920s 
and 1930s. In addition the long experience of predominantly infla- 
tionary conditions during the past fifteen years, with the government 
intervening at innumerable points, must have left a very distinctive 
mark on the reactions of businessmen. There has almost been time 
for a new generation of business leaders to grow up which has had 

* Tore Browaldh, ‘Féretagen i en forandrad varld’, in Naringsliv och Samhélle 
published by Studieforbundet Naringsliv och Samhdille (Stockholm, 1953). 
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to deal with hardly any other type of economic conditions; the 
economic experiences of these new men have to a great extent been 
limited to the problems connected with sellers’ markets, labour 
shortages and dealings with government authorities. The relatively 
stable employment policy of businessmen should therefore not be 
seen merely as a manifestation of a greater feeling of social responsi- 
bility in a changed world; it is to a very large extent a result of the 
new type of economic environment in which a more far-sighted policy 
actually pays. In a situation dominated by excellent opportunities for 
employment, businessmen have had to reckon, both from experience 
and in view of the aims of the government’s economic policy, with 
the risk of losing once and for all any workers who are temporarily 
laid off. This is to say that the employment policy of this new type of 
businessman, like his reactions in other respects, may well be 
different again in a changed economic situation. In a continuing 
depression businessmen are compelled, whatever their feeling of 
responsibility towards the maintenance of employment or their 
appreciation of the social risks arising from large-scale unemploy- 
ment, to discharge workers at about the same rate as the fall in the 
volume of sales. It then merely becomes a question of slower reac- 
tions on the average to employment difficulties; this may well be of 
decisive importance in slight and short-lived recessions, but that fact 
does not necessarily imply that any vital difference would appear in 
more prolonged strains. To the extent that an unemployment situa- 
tion appears to have become more lasting or recurrent, the purely 
economic motive for a far-sighted employment policy on the em- 
ployers’ side is correspondingly weakened. 

We have touched here upon complicated questions which lie 
beyond the limits of this investigation. The point to be noticed is that 
the new type of economic fluctuation and the apparent change in 
economic reactions which it has been possible to observe since the 
war, are not necessarily as novel as they might appear. They can be 
explained in part at least as being the consequence of the special 
circumstances of the early post-war years. There are signs that 
American economic cycles since the war have, after the first transitory 
phase of special conditions, again returned to something like the 
normal type, although numerous structural changes and other cir- 
cumstances suggest the likelihood that the manner in which both 
businessmen and consumers now react is more considered and 
gradual than before the war. There has been no similar return in 
Sweden to general economic cycles of the ‘normal’ pre-war type, 
although some old acquaintances have again been encountered, as 
was seen in Chapter II. | 
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Deficiencies in present knowledge of economic inter-relationships. In 
the first three chapters I emphasized on various occasions the hazards 
involved in every attempt to give quantitative precision to economic 
reactions, whether one is trying to explain past developments or to 
find some basis for forecasting and thus guidance for economic 
policy. My exposition in the later chapters has been principally aimed 
at showing how and why there are deficiencies in the present know- 
ledge of economic relationships. The conclusion has been that econo- 
mic policy has to be conducted without much possibility of knowing 
with quantitative precision what its effects will be. One of my inten- 
tions has been, of course, to draw attention to the ‘false precisions’ 
which often characterize inflationary gap analysis and the prepara- 
tion of the national budgets, as well as the drafting of fiscal and 
regulative policies. 

This attitude does not deny the great importance of the advance 
which has been made in statistical knowledge. The improvement of 
national income statistics since the 1930s has certainly done a great 
deal to enrich our knowledge by giving the necessary substantiation 
to current ideas about the causes of economic instability and 
economic development. An obvious deficiency in the economic dis- 
cussions of the 1920s and 1930s was the fact that Swedish economists 
could play with their complicated economic theories without needing 
to pay much attention to empirical data since the latter did not exist. 
Through the ‘statistical revolution’ which has occurred since then, 
the games of the theorists have had to be modified in order to take 
account of statistical facts. An approximate idea has been gained of 
the relative size of different phenomena and theoretical research has 
been directed to a growing extent to the consideration of the statis- 
tical data. It is natural enough that the revolutionary improvement in 
available economic statistics has given rise to exaggerated ideas about 
the degree of precision which can now be secured. This book may be 
interpreted partly as a reaction against excessively optimistic and 
uncritical views of our present knowledge — on which all the more 
ambitious forms of state intervention must be based — of the manner 
of functioning of the economic machinery. 

In the foregoing discussions of economic policy, I have employed 
and tested a number of different theories of economic causation as 
they have been relevant to the analysis. The need for good theory 
has been a fundamental theme of the argument, not least in order to 
indicate the relationship between the ends and means of economic 
policy (see Chapter Iv). The theories we have dealt with — multiplier 
and accelerator theories, inflationary gap theory, theories concerning 
the price system, different kinds of monetary theory, etc. — have been 
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concerned with the nature of economic processes and the ways in 
which impulses are transmitted. The theories which have been 
examined have been intended to throw light on economic processes in 
general. The starting-points have been in problems concerning varia- 
tions in total incomes, in expenditure on consumption and invest- 
ment, exports, imports, government income and expenditure, and the 
general level of prices and wages. The problems of economic policy 
which have been discussed have also had in view actual orders of 
magnitude. They have been concerned with the achievement of high 
employment, a stable price level, equilibrium between investment and 
saving, etc. Economists who formulate theories in these categories 
have, or ought to have, a permanently bad conscience since they 
disregard most of the problems of how processes of adjustment occur 
and how disturbances arise and are spread over all the different 
markets in the economy. It is reasonable in a highly simplified picture 
of economic processes to concentrate attention on total categories 
such as those indicated above. This may often, however, only be the 
first stage in the analysis; it is at least necessary to be convinced that 
the simplifications used are appropriate to the problems which are 
under analysis.1 When economic analysts have found, for example, 
that some expansion has occurred in the total demand it is sometimes 
not enough to say that the consequence will be a certain rise in the 
total production or in the price level. It may be necessary to study in 
some detail how the increase in demand is distributed from area to 
area and thereby to investigate particularly how the price- and wage- 
systems function.? 


1 It would be easy here to get involved in fundamental problems of the theory 
of knowledge related to criteria of reality concerning the nature of economic 
causation and the relationship between micro- and macro-analysis. These pro- 
blems have been thoroughly discussed by Johan Akerman, especially in Ekono- 
misk teori, Part II (Lund, 1944). 

2 This was the standpoint of Wesley C. Mitchell. See, e.g. Business Cycles: 
The Problem and its Setting (New York, 1927). Mitchell’s great contributions to 
economic research — from the time of his great work Business Cycles (Berkeley, 
1913) to the comprehensive volume Measuring Business Cycles (New York, 1946) 
(with Arthur F. Burns as co-author) — have aimed at building up our knowledge 
of economic cycles from empirical studies of the detailed course of events in 
separate markets and in different sectional areas of the American economy. The 
problem he set himself was to discover how businesses reacted in face of changes 
in prices and profits in different spheres. From the results of this detailed research, 
including over a thousand statistical series for a large number of economic cycles, 
a general economic theory would, he believed, eventually appear in its own time, 
but Mitchell never saw this accomplished. It is natural that from this starting- 
point Mitchell, like Burns his co-worker and successor at the National Bureau of 
Economic Research in New York, took up a very critical attitude towards specu- 
lative and sweeping economic theories of the Keynesian type, which deal with 
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It has been pointed out many times in the foregoing chapters that 
changes in the relation between various prices and wages have had 
considerable economic effects. In comparing the different methods 
of economic policy — especially the two methods which have been 
called general and specific — some kind of picture is needed of the 
price system and the processes of adjustment in the different markets. 
In many of the foregoing chapters, especially Chapters 1x-x1, such a 
picture has in fact been taken for granted without being examined 
with any precision. In order to give a summary of the comparisons 
made between the methods of economic policy, it is necessary to 
review the models of the price system and the market mechanism 
which lie at the basis of the conclusions which have been reached. 


COMPARISONS BETWEEN GENERAL AND DISCRIMINATIVE 
MEASURES OF ECONOMIC POLICY 


General measures and specific interventions. When in Chapter Iv the 
Subject was introduced of the ends and means of economic policy, 
a distinction was made between general measures and specific inter- 
ventions. The typical examples were general monetary policy based 
on flexible interest rates on the one hand and physical regulations 
such as import-, building- and price controls on the other. The 
former method meant that the government tried to influence the 
general conditions for investment, production and consumption. 
When monetary policy is made increasingly restrictive, for example, 
general conditions become less favourable to investment activity, and 
investment expenditure in various spheres falls below the level which 
it would otherwise attain; this circumstance puts a check on the 
development of incomes and thus also on expenditure on consump- 
tion and imports. But precisely how expenditure will change in differ- 


total categories without examination of what the complicated economic machin- 
ery ‘looks like inside’, The real task was, in Mitchell’s view, to ‘disaggregate’ 
these total categories and to study economic behaviour in the sectional statistical 
series; only then had one the right to generalize. This attitude is expressed with 
particular clarity in Burns’s publication Economic Research and the Keynesian 
Thinking of our Times (Twenty-sixth Annual Report of the National Bureau of 
Economic Research, New York, 1946), from which the following quotation is 
taken: ‘Fanciful ideas about business cycles are widely entertained both by men of 
affairs and by academic economists. That is inevitable as long as the problem is 
attacked on a speculative level, or if statistics serve merely as a casual check on 
speculation’ (p. 21). ‘I have stressed the importance of breaking down aggregates 
because this matter, so slighted by the Keynesian economists, is a central feature 
of our own work on business cycles. It explains better than anything else why our 
investigations extend over years’ (p. 26). 
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ent spheres and for different goods during the process of moderating 
the boom which the tightened monetary policy seeks to bring about, 
depends on a multiplicity of minor adjustments on the innumerable 
markets which cannot be supervised in detail. 

Physical controls, by contrast, imply detailed interventions 
whereby the regulative machinery severs the market links by fixing 
prices, production, investment and imports at various points. Even 
with such a policy some room is left of course for individual adjust- 
ments in various respects, but in the spheres subjected to control 
severe limitations are imposed on freedom of choice and individual 
reactions. Instead of there being a free process of adjustment within 
the framework of induced general conditions, the dictates of the 
regulative authorities have intervened. 

Between these two poles of economic policy there lies a whole 
range of more or less general methods and more or less discrimina- 
tive interventions. Monetary policy may thus contain a considerable 
element of detailed regulation where it involves close liquidity con- 
trol and credit-rationing. Fiscal policy may consist of variations in 
taxes and expenditure designed to influence the broad conditions for 
the formation of incomes, thus operating quite generally, or it may 
take the form of detailed interferences with prices, production and 
employment through a complicated system of taxes and subsidies. 
So far as foreign exchange policy is concerned, the aim may be to 
achieve results through the general methods of monetary policy in 
order to influence indirectly the volume of exports and imports. To 
alter exchange rates would be somewhat more specific, but would 
still operate quite generally; even a system of duties and subsidies on 
exports and imports could be drawn up fairly generally; the most 
discriminative and least general method would be the imposition of 
physical controls on foreign trade (i.e. through import and export 
licensing). 

Obviously the various methods which may be adopted cannot 
simply be tabulated in order, from the most general to the most 
specific. The alternatives must be weighed up in each separate case. 
But it is always possible to ask which of the appropriate measures 
may be considered to involve the greatest amount of detailed inter- 
vention and thus to be likely to cause unnecessary disturbances or 
distortions to economic life. The significance of this sort of question 
is now to be investigated more closely. The type of reasoning it 
involves can most simply be exemplified by a comparison between 
the effects of general economic measures (principally those of 
monetary policy) and physical regulations. 
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Fundamental difficulties in comparing generai and specific methods of 
economic policy. By way of introduction one fundamental obstacle 
which makes the comparison difficult must be mentioned. A common 
practice in political discussions is to make the comparison between 
an idealized system representing the one method of economic policy 
with the actual experiences, generally bad ones of a particular period, 
of the functioning of the other method. This makes it easy to con- 
clude which is the better system. The somewhat woeful story of 
Sweden’s experience of controls duririg the years 1946-49 can be 
recounted and the faults revealed in the system of direct intervention 
can then be set against an idealized picture of the possible results of 
an effective monetary policy as it might have been pursued in the 
same situations, combining the greatest possible foresight with 
flexibility and efficiency. The tightening of import regulations during 
1947 was of course ineffective for various reasons, with the result that 
the exchange reserves hit rock-bottom. The tightening of the adminis- 
tration of building regulations was slow to produce effects and when 
they really became effective it was mainly at the expense of house- 
building, with the result that the housing crisis was prolonged. The 
argument would then go on to show that a more stringent monetary 
policy introduced at precisely the right moment (say in conjunction 
with the appreciation of the Swedish krona in 1946), with higher 
interest rates and credit rationing in the same style as ultimately 
came about in 1952, would have succeeded in halting some of the 
increase in imports and would have simultaneously put the brake on 
all investment activity. There would have been no need for such a 
policy to cause a greater reduction in house-building than was in fact 
brought about. by methods of regulation—rather the contrary. On 
the other side one can just as easily draw attention to the ineffective- 
ness, or the over-effectiveness, of monetary policy on various occa- 
sions in the past and to the obvious lack of foresight and consistency 
with which it was pursued (e.g. in 1920, 1931, 1940 and 1945). 
Against this there can be set up for comparison an idealized system 
of regulation, from which the administrative weaknesses that have 
been inherent in controls during the post-war period have been 
eliminated, e.g. by visualizing an effective system of controls, well 
co-ordinated as part of a carefully prepared economic plan in which 
the utilization and distribution of the community’s resources both 
in the short and the long term are determined on rationally prepared 
grounds. 

Comparisons of this kind are obviously pointless — except as 
political entertainment. The only acceptable approach is to examine 
how the different methods of conducting economic policy have 
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actually functioned in various situations. It should then be possible 
with some care to rule out the failures caused by chance disturbances 
and sheer bad luck and, assuming the existence of better foresight 
and efficiency than were actually displayed, to construct a manner 
of proceeding both for the technique of regulation and for the 
general methods which appears to lie within the bounds of 
practical possibilities. A comparison along these lines may make it 
possible to appreciate the merits and drawbacks in the different 
methods of conducting economic policy. 


The aims of regulations. When weapons of regulation are used with 
the aim of combating inflation it is necessary for the objectives of the 
central institutions to be considerably more ambitious than when 
general methods are applied. The very technique required with this 
type of economic policy compels the state and its various institutions 
to work according to detailed plans. A general control over prices, 
aimed primarily at checking a cumulative rise of the entire price level, 
inevitably involves the detailed regulation of a large number of prices 
and price relations. The regulation of building and imports, aimed 
primarily at restricting total investment activity and total imports, 
necessarily presupposes detailed intervention and hence detailed 
planning. What happens of course is that licences and other means 
are used to determine the allocation of building activity and of 
imports to different sectors of the economy as well as to decide their 
distribution among individual firms. The ultimate object may very 
well be the same as that when general methods are applied: to create 
internal economic equilibrium by preventing a general speculative rise 
in prices and by reducing investment activity; or to achieve external 
equilibrium by restraining home demand and cutting down imports. 
But the regulative techniques of themselves make it necessary — or 
should make it necessary — to examine the economic grounds on 
which are based the orders of priority determining the range and 
direction of the regulations. The necessity for such an examination 
naturally increases when it becomes evident that the regulations are 
not temporary emergency measures intended only to deal with a 
passing crisis but that they are tending to become lasting features of 
the country’s economic institutions. 

One of the leading characteristics of a system of regulation — as 
was pointed out in Chapter xI — is its rigidity, resulting largely from 
the difficulty of adjusting prices, grants of licences, quotas, etc., to 
changes in the general situation. This criticism does not refer 
primarily to the actual results of the system of regulation, i.e. the 
actual prices, import quantities, building permits, etc., but to the 
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lack of any definite standards for the range and direction of controls. 
Once the aim of intervention has been formulated in general terms, 
e.g. the creation of general economic equilibrium by preventing 
prices from rising and by reducing imports and investment — there 
are generally no established criteria according to which the detailed 
regulations should be imposed. The direction and form of the inter- 
ventions appear to be to a large extent determined by purely 
technical considerations (e.g. by the relative ease of applying con- 
trols to different sectors). In other words, consideration of the 
economic effects of the fact that particular areas have been chosen for 
the application of controls has to be neglected. It is necessary, more- 
over, to work with simple rules of thumb and categorical ideas as to 
what kinds of investments and imports are to be held back and what 
prices are to be considered of strategic importance. It is characteristic 
of regulations that they always concentrate attention on the direct 
results likely to be produced. 

The most convincing argument for the comprehensive use of fixed 
quotas and so forth, especially in the area of import control, was 
quite simply the lack of any more rational method of allocation. In 
the years 1947-49 the authorities concerned could not find any objec- 
tive criteria for the distribution of import licences or for the alloca- 
tion of quotas of raw materials and fuel between enterprises. Whether 
a firm should be granted a licence or a quota was simply decided 
according to whether the firm had previously imported or used the 
commodity in question. In the determination of the size of a firm’s 
licence and quota, the relative share of the firm in imports and con- 
sumption in a base year was made the decisive factor. Obviously, 
there was nothing particularly rational in these tests of priority 
except the fact that it was generally possible to define them fairly 
objectively and that they fulfilled the minimum requirement of 
rationality, i.e. that the importer and producer had previously dealt 
with the commodity and therefore at least knew for what purpose it 
should be used. If other important questions had been asked, such as 
whether one firm was better qualified than another in the existing 
situation to take in hand the imports of a particular commo- 
dity, the way would at once have been laid open to even greater 
arbitrariness than did in fact exist. With adequately objective criteria 
lacking, it was considered preferable for controls to be rigid rather. 
than arbitrary, a view which in general seems to have been shared by 
businessmen themselves. 

As regards the general direction of regulations during the years 
1947-49, some systematic attempt was made in allocating both 
import and building licences to the different sectors of the economy 
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to differentiate between essential, less essential and non-essential (i.e. 
luxury) uses. It was typical during these years that the fiction had to 
be adopted in these decisions that within broad limits certain com- 
modities and certain uses were essential while others were unessen- 
tial. The regulations had to be broadly administered on the basis of 
fictitious ‘absolute values’ merely from the point of view of what 
was administratively possible. Materials and fuels required in pro- 
duction were thus regarded at this time as generally being more 
important than goods for consumption. Building investment which 
would result in increased exports or in increased supplies of the raw 
materials and semi-manufactures required in production was con- 
sidered to be more urgent than investment aimed directly at improving 
the supply of consumer goods. Imports of raw materials as a rule were 
higher in the scale of prioritizs than imports of finished manufac- 
tures. This was characteristic, for instance, of the textile trade; 
imports of raw materials and yarn were given priority over imports 
of cloth and clothing. The primary motive behind this valuation was 
the desire to save foreign exchange. In the same category was the 
standpoint that imports of a commodity were to be considered 
unnecessary when sufficient opportunities for its manufacture were 
to be found inside the country. Thus a request for an import permit 
might be rejected on the grounds that the same or a similar com- 
modity was produced in the country, even when the domestic product 
cost more than the import. As was pointed out in Chapter x1, these 
tendencies in the application of regulations were in part the conse- 
quences of the bilateral trading system of the years immediately 
after 1945, which enforced a mercantilist view of trade policy; but 
they were also to a large extent characteristic features inherent in all 
thought which runs along regulative lines. 


Neglect of the indirect effects of regulations. It is obvious that Swedish 
experiences of controls during the post-war period should not be used 
immediately as the basis of an assessment of the functioning of 
regulative techniques in general. The circumstances of the years 
1947-49 were to some extent exceptional and the methods were 
gradually improved. My view is, however, that the techniques of 
regulation have certain fundamental attributes which will be found 
under all circumstances. I have in mind above all the fact that controls 
tend, perhaps inevitably, to neglect the indirect effects of intervention, 
arising through secondary market reactions. Where a system of 
controls (or discriminative fiscal policy) greatly interferes with the 
price system, with investment activity or foreign trade, it is extremely 
difficult to plan the measures in such a way as to accomplish the 
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intended purposes; any assessments of the likely results of particular 
measures may well be highly misleading, as the following examples 
illustrate. 

Let it be assumed that a firm which produces unessential com- 
modities in the accepted sense, say biscuits, thinks that by means of 
new investment in more modern equipment it will be able to produce 
the same quantity of biscuits with 25 per cent less labour. An invest- 
ment of, say, 2 million kronor would release 100 workers and the 
price of biscuits would be reduced. This project is rejected by the 
authority regulating building activities (because biscuits are un- 
essential) in favour of a project which, for the same investment cost, 
increases production and the value of exports by, say, 1 million 
kronor. The second project has high priority according to the 
principles on which building regulations were administered during 
the first post-war years. But what inquiry is made into the possibility 
that the 100 workers who would be released from the ‘unnecessary’ 
production of biscuits might find employment in some under- 
manned export industry? It might very well turn out that the increase 
in production and exports brought about in this indirect way would 
be many times larger than when the regulations are introduced in the 
expectation of direct results. The value of the increase in production 
in the export industry is of course likely to be substantially larger than 
the additional wage payments for the new labour, since it has been 
assumed that the capacity of the industry was not being fully used. 

The same kind of reasoning also holds good if, as is usually the 
case, the investment leads to a combination of increased production 
and rationalization in the imaginary biscuit factory. The additional 
output may be presumed to create increased competition, pressure on 
prices and a reduction of activity in the less efficient firms. Through 
these effects also labour will be freed for more productive employ- 
ment. A regulative institution can never judge between priorities on 
the basis of indirect effects of this kind. But what is the result if no 
direct or indirect gains in efficiency follow from the investment? If, 
for example, biscuits were previously in short supply, the additional 
production arising from the investment will at once be taken up by 
avid biscuit-eaters. Are we then simply to say that the assessment of 
priority made by the controllers had as its object to prevent the com- 
munity from having more biscuits in order to obtain more exports, the - 
latter permitting an increase in the import of something more impor- 
tant than biscuits? Probably not. The increased expenditure on bis- 
cuits may well cause a decrease in consumers’ expenditure on other 
goods which, according to the consumers’ own priority scales, are 
still less necessary. And this decrease in consumption in its turn may 
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cause productive resources to be freed for the useful purposes the 
regulators have in mind. Effects which are even more indirect 
following from a building or import permit obviously become quite 
indeterminable — except as general tendencies—and cannot be 
taken into consideration in the application of the policy of regulation. 

Similar deliberations lead us to cast doubt on the wisdom, from the 
point of view of the effects on total efficiency, of the negative attitude 
which was prevalent during the years 1946-51 towards investments 
intended to improve distribution. Here, also, the question was very 
largely whether labour might be freed through the introduction of 
rational transport arrangements, better warehousing, etc., thus giving 
rise to secondary effects in the form of greater potential production in 
other spheres. But since in general only the direct effects on produc- 
tion were considered, projects for investment in distribution were 
rejected. If the indirect effects had been examined, many highly 
rewarding investment projects in the field of distribution would 
surely have obtained high priority even at that time. The potential 
increase in productivity in different areas grows with the length of 
time during which the regulations keep them in the category of low 
priority and restrict investment therein. This circumstance was 
acknowledged in the investment budget for the years 1952 and 1953 
when distribution obtained an increased quota. But the question 
here is whether larger quotas in earlier years might not, by giving a 
more even development over time, have been more rewarding from 
the point of view of general economic efficiency. 

The tendency to favour imports of raw materials and semi- 
manufactures over finished manufactures also illustrates the strong 
inclination of controllers to ignore indirect effects, and with them 
longer-term considerations of general efficiency, in order to set up for 
themselves easily comprehensible and obvious criteria for the conduct 
of their routine work. Imports of finished manufactures might 
restrict or even put an end to the inefficient employment of productive 
resources in the country and release them for more effective use. The 
labour shortage — especially of skilled workers — was obvious during 
the years of inflation and imports of ready-made goods may be 
regarded as an indirect import of labour. To what extent a shift in 
imports towards a greater proportion of finished products will 
increase general economic efficiency depends, however, on the price 
ratios between imported raw materials and finished manufactures 
and internal manufacturing costs. From the point of view of general 
economic efficiency, some calculation would have to be made along 
the following lines which in principle are straightforward: if the 
imports of finished products in a certain branch increase by say, 1 
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million kronor and home production, assuming no change in de- 
mand, falls by an equivalent amount, how large is the increase in 
general efficiency? If imports of raw materials are reduced by 300,000 
kronor in consequence of this decrease in production and productive 
resources (mainly labour) are set free to a value of 800,000 kronor, 
then an increase in the imports of finished products would in this 
example appear worthwhile. The resources set free should obviously 
not be valued in this sort of calculation with reference to production 
costs in their old employment but should be made in consideration of 
the returns (opportunity costs) in the new employment to which they 
are transferred. A difficult but inevitable complication is, however, 
that the result varies greatly in the short and the long term. In the 
short term, one has only to reckon in judging the relative efficiency of 
home production with the variable costs. In the first place, what 
corresponds to variable costs are the only productive resources set 
free by the increased imports. This implies that in normal cases of 
regulation it should be profitable to use existing industrial establish- 
ments rather than to import finished products, even though these 
could be obtained at a substantially lower price than that which 
corresponds to the full cost of home manufacture. In the longer term, 
however, fixed costs must also enter into consideration; then, all 
costs by degrees become variable costs in principle — and corre- 
spondingly larger volume of productive resources are set free and 
thereby made available for other purposes. 

An interesting aspect of this approach is that in conditfons of full 
employment the distinction between short and long term very largely 
disappears. In an expanding economy in which the productive 
capacity in general is being utilized to the full, the choice will often 
be between increased imports of final manufactures or increased 
domestic production with the help of investments to expand the 
apparatus of production. In this way, the total costs of internal 
manufacturing (including fixed costs) should in a marginal calcula- 
tion be compared with import prices (exclusive of duty). This is to 
say that an examination along these lines of the possible alternative 
combinations of import, export and investment should have high 
priority in the planning of regulations. The regulation of imports of 
course involves strong protection against foreign competition and, 
as experience during the early post-war period showed very clearly, 
tends to produce a ‘hothouse growth’ in a number of home indus- 
tries. The productive capacity of such industries was expanded 
through investments in both new and old firms to the exclusion of 
foreign products which would otherwise have been imported. In the 
preparation of the plans for investments and imports, not much con- 
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sideration along the lines indicated was given by the governmental 
authorities. 

The question whether import regulations do or can take into con- 
sideration price differences in various alternatives has no simple 
answer. In issuing import licences, a regulating authority can only to 
a very limited extent consider whether one import alternative is better 
than another from the viewpoint of price and quality. Administrative 
arrangements and routine cannot deal with many considerations of 
this sort. For quite technical reasons it is hardly possible to compare 
the various applications for licences from this point of view according 
to any clear system. In the years 1947-49, the authorities were content 
to weed out unreasonably expensive import projects by means of 
‘ceiling prices’ and for the rest to keep to the procedure of the quota 
system. It might be thought, ho wever, that the authorities would have 
tried very much more than they did to take price and cost differences 
into consideration, at least in drawing up the plans for the general 
distribution of foreign trade among countries and currency areas. 
The question then arises: how can the authorities ensure that imports 
are in the main obtained from those markets which provide the 
relatively cheapest imports of different kinds of goods? In the years 
1947-49, the international markets were in fact divided into sections 
characterized by great price differences resulting from the network of 
bilateral payment and trade agreements. This situation was one 
reason for the complicated character of the problems of regulation 
during these years. But such a situation in which there are many 
segregated markets may very well be regarded as an inevitable com- 
plication whenever a far-reaching regulation of foreign trade is in 
operation in a majority of countries. 

There were recurrent complaints from the Swedish importers that 
they were prevented by the existence of bilateral agreements from 
buying on the cheapest market. This was to a large extent true, but 
the criticism did not go to the heart of the matter. It could very well 
have been that those import goods which appeared the most ex- 
pensive (reckoned in kronor) were in reality the cheapest. Relatively 
expensive imports from a particular country often corresponded in 
fact to relatively high prices for Swedish exports. The terms of trade 
between those items of import and export which enter into the trade 
with each particular country should be regarded as the decisive 
factor in estimating the true import costs. The real cost of imports 
from any particular country is governed by the quantity of export 
goods which at existing prices must be given up in exchange. Import 
prices alone give no guidance. The crucial point concerns the marginal 
changes: in order to increase the imports from a certain country by a 
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given amount, what is the cost in terms of the export goods which 
would have to be supplied? Such an estimate of the true import costs 
was never attempted, nor would it be feasible in practice. Insoluble 
complications arise not least because the composition of exports and ~ 
imports varies so greatly from country to country; since the relation 
between the prices of different export commodities also fluctuates 
considerably as between countries, it would be impossible to discover 
any unit measure of import costs, reckoned as a quantity of exports, 
which might be used for comparisons between countries and cur- 
rency areas. If the calculation is then to be extended — as it certainly 
should be if the system of regulation is to be rational — to embrace 
alternative sources of supplies from domestic production with or 
without new investment, the problems facing the central planning and 
regulative institutions become quite hopelessly complex. 


The concepts of general economic efficiency and distorting effects. Why 
is it that the effects of regulative interventions on general economic 
efficiency in the above examples cannot easily be assessed? Before 
this question can be answered the significance of the expression 
“general economic efficiency’ must first be clarified. An approximate 
idea of the significance of the concept should have emerged from the 
examples which have been given. When two alternatives are com- 
pared, e.g. the import of a certain quantity of finished manufactures 
and the production of the same goods within the country, the alter- 
native which may be expected to give the greater net addition to real 
national income has been regarded as leading to the greater general 
efficiency.? The concept of ‘distortions’ which I have used in different 


* A calculation has been carried out at the Konjunkturinstitut of the changes in 
the Swedish terms of trade with relation to different countries between the years 
1936-38 and 1948. See Chapter v, ‘Utrikeshandeln’ in Meddelanden fran kon- 
junkturinstitutet, Series A:17, compiled by Margareta Blohm, pp. 67-8. From this 
account the statistical difficulties, which occur even in highly schematized calcula- 
tions, appear insurmountable. 

*In remarks made in the 1942 agricultural committee’s report, Riktlinjer for 
den framtida jordbrukspolitiken, Part II (S.O.U., 1946:4) Professor Ingvar Sven- 
nilson and the author made a calculation of general economic efficiency of this 
type in order to throw light on the problems involved in the economic delibera- 
tions as to the optimum size of Swedish agriculture. The decisive question in the 
calculation concerned the relation between the prices for imported food products 
and the costs of home-produced agricultural products. We started purely hy- 
pothetically from the price relations which applied in the late 1930s and were then 
able to show that an increase of the degree of self-sufficiency in agricultural pro- 
duction over and above the position considered to be the absolute minimum from 
the viewpoint of military security would, under this assumption, cause a lower 
real national income than would otherwise have been possible. In this marginal 
calculation, we considered further the circumstance that any reduction in food 


310 


ECONOMIC POLICY AND THE PRICE SYSTEM 


connections may be regarded as correlated to the concept of economic 
efficiency; i.e. they are effects causing the real net national income to 
be less than it would otherwise be. These formulations are obviously 
charged with the dangerous and partially insoluble problems of 
welfare economics. But in order to be able at all to analyse policy 
problems and reach conclusions about them, such a concept of 
efficiency directly related to total productivity is necessary. For the 
moment therefore I will assume that it is possible to approach the 
problem from the point of view of the national income. With this as 
my starting-point I intend to try to supply an answer to these prob- 
lems. 

In actual fact my usage of the concept of general economic 
efficiency as a gauge of the effects of policy measures is only a short 
step beyond the purposes for which national income calculations are 
commonly used. We measure changes in real national income from 
year to year. The national budget analysis includes a calculation of 
the effect of changes in the distribution of expenditure among differ- 
ent spheres. Calculations of this sort presuppose that from the points 
of view in question prices measure the effect of various marginal 
changes fairly accurately. It should be equally possible to discuss 
whether a change in the allocation of the factors of production by 
governmental intervention can be expected to cause an increase or a 
decrease in real national income. Quantitative precision is obviously 
dubious within wide margins and no conclusions may be reached 
concerning the effects of minor changes. But there is nothing in the 
nature of such calculations of the effects on total production which 
necessarily makes them substantially more dubious than other 
measurements which concern changes in the real national income. 

To the extent that the employment in the economy can be kept at a 
constant high level, the problems concerning the effects on general 
economic efficiency of changes in the orientation of production and 
distribution of employment among the various sectors of the 
economy are obviously more central than they were, for example, 
production was likely to be at the expense in particular of marginal agriculture 
with the highest costs; a clear conflict then arose between the economic and social 
criteria to be applied to agricultural policy. The intention behind this type of 
approach was to illustrate the order of size of the real cost to the Swedish economy 
of the need (for defence or social reasons) to have additional agricultural produc- 
tion. The interesting feature in the method of calculation was that the ‘artificial’ 
price relations which the agricultural policy and the international situation re- 
sulted in were not suitable for the socio-economic calculation of profitability, 
but that these had to be taken from a period of more ‘normal’ conditions. in 
Clas-Erik Odhner’s Jordbruket vid full sysselsdttning (Stockholm, 1953), agricul- 
tural policy is examined from a socio-economic viewpoint, in which the static 
marginal criteria of welfare economics are ultimately decisive for the argument. 
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during the 1930s. It is therefore essential that economists should try 
to give some precision to the concepts of distortions and inoptimal 
use of productive resources which are so much used in their dis- 
cussions. It is obvious that the use of national income calculations as 
a means of measuring these phenomena should be supplemented by 
clear statements of the understood premises and by appropriate 
reservations especially concerning the problems of valuation created 
by the imperfections of the price system. Without doubt intricate 
research needs to be undertaken in this connection before it can be 
determined to what extent the price system as it actually operates may 
be used as the basis for attempts to assess economic efficiency along 
the lines discussed here. 


The dilemma of the regulated economy. The fundamental reason why 
it is so extremely difficult to ascertain the effects on general economic 
efficiency of the regulative interventions in the examples quoted above 
lies in the fact that one cannot discover from the centre what the full 
effects of the interventions are since they ultimately concern the 
market reactions of businesses and of consumers. These market 
reactions occur even in a regulated economy and affect prices, costs 
and profits. As the examples have illustrated, the dilemma of the 
regulated economy lies in the very fact that although prices have been 
to a large extent divorced from their function of regulating economic 
activity, the evidence of prices is nevertheless used as the basis for the 
evaluation of the effects of the regulations. ; 

It must again be emphasized that the criterion suggested here for 
assessing the effects of regulations is not the only one; still less is it 
the only essential one in all situations. As was pointed out in Chapter 
XI, in a situation of acute crisis the direct and immediate effects of 
interventions by regulation may be of dominant importance and the 
regulating authorities can ignore the indirect and longer-term effects. 
Under a war-time blockade the supply of the elementary necessities of 
life and the cost of defence become over-riding problems and con- 
siderations of efficiency have to be thrust aside. In a sudden severe 
exchange crisis the need to preserve the currency in short supply 
becomes so vital that the possibility that imports of ready-made 
goods might free labour which could be used eventually to increase 
exports is of no immediate interest. Similarly, the task of halting a 
violent tendency for prices to rise (resulting, for example, from 
foreign inflation and a severe shortage of goods) by means of general 
price regulation can for a short period be so essential that the ‘distort- 
ing’ effects of the regulations on production and consumption seem 
to be of very secondary importance. 
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The problem we are concerned with here is the effect of regulations 
over the longer term, when all the indirect repercussions have been 
felt. The effects of regulative methods have then to be compared with 
those of more general means of economic policy. The whole discus- 
sion cannot simply be dismissed on the grounds that it is politically 
unrealistic and therefore uninteresting since in no political camp is it 
said that physical controls are desirable as long-term instruments of 
policy. The general interest in the removal of regulations, however, 
has not prevented there being, ten years after the end of the war, a 
whole range of controls over prices and building and to some extent 
over imports. Moreover, it is not impossible that faith in the effective- 
ness of controls will again be revived; the Swedish situation is 
fundamentally not so very different from that in Norway where the 
policy of regulation has been mich more ambitious during the post- 
war period. Moreover, future changes in the economic situation may 
very well cause a fresh tightening of regulations. In the last resort the 
discussion seeks to illustrate the kind of problems which arise quite 
generally when more general methods of economic policy are 
abandoned in favour of highly discriminative interventions, whether 
these refer to the kinds of ‘negative’ regulations discussed in the 
previous chapter or to the more ‘positive’ regulative devices of 
monetary and fiscal policy, illustrated in Chapters vit and Ix. 


The price system as a regulator of economic activity. It is impor- 
tant to remember that an ideology based on a belief in an efficiently 
functioning competitive price system is not in the sole possession 
of liberally minded politicians and economists. When the Swedish 
social-democratic government describes its aim as the attain- 
ment of general economic equilibrium, both in the short and long 
run, one of the tacit assumptions behind this statement of policy 
is that such a state of affairs in the private sector of the economy 
creates favourable conditions for the efficient use of productive 
resources. A report of experts examining cartel conditions in Sweden 
and the government’s proposals for reforming cartel legislation both 
contain many expressions of the view that the regulations imposed 
upon itself by the private economy, i.e. cartels and other agreements 
which reduce competition, cause distortions in the price system and 
give rise to deviations from an optimal state of affairs and a conse- 
quential reduction in production and efficiency.’ In fact, the most 

1 Nyetableringssakkunnigas betdnkande ‘Konkurrensbegrdnsning’, Parts I and I 
(S.O.U., 1951:27 and 28) and the proposals for a law to protect the community 
against socially harmful limitations to competition in economic life contains 
interesting attempts to define the concept ‘socially harmful effects’. It appears 
that the classification of the concept principally occurs with the help of an ‘ideal 
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prominent theorists among economists of socialistic leanings have 
based their ideal system on an effectively functioning price system in 
a competitive economy. The mathematical precisions of the welfare 
criteria in these ideal systems — whether they are of liberal or social- 
ist origin — are based on extremely abstract and unrealistic premises 
and are of no particular interest to us here.? It is sufficient for this 
discussion to give a rough outline of the functioning of the price 
mechanism under assumed favourable conditions. The decisive 
question will then be how close the picture is to reality and what 
conclusions can be drawn from it from the point of view of economic 
policy. 

In an economy in equilibrium and in which there is effective 
competition, it is presumed that the relative prices for goods and 
services give a tolerably accurate expression of the valuations of 
consumers. If the price for a commodity, e.g. biscuits, is relatively 
high, so that an increase in its production appears likely to be profit- 
able, this circumstance can, under quite reasonable assumptions, be 
regarded as evidence that such an increase in production would 
produce a gain in general efficiency: ‘The consumers vote for more 
biscuits.’ In the same way also price relations should tend to express 
the producers’ valuations of the possibilities of substituting different 
materials and factors of production. The point, however, is that the 
price system operates with many deficiencies. Monopoly and cartel 
practices, and all the elements of ‘imperfection’ in competition which 
have always existed, cause prices in different spheres to show varying 
but non-measurable deviations from the state of equilibrium which 
the economists postulate. It should be sufficient, however, if the price 
mechanism gives approximately correct measurements of the 


* Among the better-known works are: Oscar Lange, On the Economic Theory of 
Socialism (Minneapolis, 1938) and Abba P. Lerner, Economics of Control (New 
York, 1944). For a general survey of relevant problems see A. Bergson, ‘Socialist 
Economics’ in A Survey of Contemporary Economics (Part I, Philadelphia and 
Toronto, 1948). A useful criticism of these theories is to be found in F. A. Hayek, 
Individualism and Economic Order (London, 1949). 

? A devastating criticism of the use of ‘welfare theories’ as guidance for econo- 
mic policy has recently been put forward by Kenneth E. Boulding in his chapter 
on “Welfare Economics’ in A Survey of Contemporary Economics (vol. I, Home- 
wood, Illinois, 1952). 





system’, in which ‘completely free competition’ and general economic equili- 
brium exist. Harmful effects from the limitation of competition are thus assumed 
to arise, e.g. when a price ‘becomes higher in relation to costs than in conditions 
of free competition’ or if there occurs ‘a rise in the cost level which would not be 
possible in free competition’. Proposition No. 103, March 1953, with suggestions 
for legislation contains similar points of view. 
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marginal valuations of consumers and producers. In a fairly free 
market — with strong actual or potential competition inside the 
country and with foreign countries — there is good reason to sup- 
pose that these deviations will not as a rule be very large over a long 
period. 

These points may perhaps be illustrated by a reference to the 
earlier example of the choice between the importation of finished 
products or their manufacture within the country. The thesis of the 
controlled economy is simple: imports of raw materials should be 
preferred as a rule to imports of finished goods; in a free economy, 
held in balance by general methods, on the other hand, the importer 
will try to discover what is most profitable. The decisions as to the 
distribution between imports and home manufacture will depend toa 
large extent on the price system. If it turns out sufficiently profitable 
to import relatively cheap finished manufactures, i.e. if the com- 
petitive price on the home market allows sufficient profit for the 
importer, then imports will take place. If the increased competition 
from imports causes the price of the home-manufactured product to 
fall steeply, this may mean that domestic manufacturers can only 
cover part of their fixed costs. They will seek to utilize their pro- 
ductive capacity to the full and by doing so may be able to supply 
the country’s total needs of the product at the new lower price. If it 
then becomes impossible for importers to continue to import the 
items concerned at a profit — the foreign exporters have alternative 
possibilities of sale at higher prices — then the price system has turned 
the scales in favour of home production. It has been found generally 
more efficient to use domestic productive capacity instead of supply- 
ing the demand in the existing situation out of increased imports. 
But over the long term the import share may perhaps gradually 
increase, if the relatively low profit margins — or losses incurred by 
some producers — do not induce renewals or extensions to the pro- 
ductive apparatus within the branch in question. The changes of the 
price-ratio between imported and home produced goods have thus 
been the deciding factor, both in the short and the long run, and this 
distribution between imports and home production may be accepted 
without the need for any central body to attempt to make complicated, 
dubious and indeed impossible calculations. In the same way a fairly 
effectively functioning market price system also solves the difficult 
question touched on above of the extent and distribution of foreign 
trade among different countries, given reasonably adjusted rates of 
exchange. 

The price system may be said to simplify the problems of calculat- 
ing the effects on efficiency quite radically by decentralizing the task 
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among the numerous individual firms in the different branches of the 
economy. Profit and cost calculations for numbers of different 
alternatives for production and trade, investment, exports and 
imports are being made more or less continually by large numbers of ~ 
businessmen in every branch of the economy. These businessmen do 
not take into consideration the effects on general economic efficiency 
and total production in making their own production and investment 
decisions. But the businessmen — or at any rate a sufficient number 
of them within each branch — have in their own limited sphere a 
sufficient amount of knowledge, experience and ‘flair’ to enable them 
to grasp sudden chances as they occur and to direct activities in the 
most profitable direction. If the indications of the price system are 
reasonably correct from the points of view discussed above, then 
these adjustments should in competitive conditions tend to bring 
about increases in real national income. The absence of inflationary 
or deflationary pressures in the economy as a whole — which is a 
necessary condition of an effectively functioning price system — im- 
plies that the constant appearance of these chances of profit which 
induce increases in investment and production is counterbalanced to 
a sufficient extent by the development of unfavourable profit condi- 
tions in other areas; the result should be a decrease in activities in 
these areas. In inflationary conditions, nearly every activity tends to 
be profitable and to induce increases of investment and production all 
along the line. In a balanced economy with high and level employ- 
ment in which unsuccessful concerns must quite frequently be wound 
up, variations in the price relations should merely cause changes in 
the allocation of production and trade. 

A combination of inflationary pressure and general price control 
gives rise, for the reasons discussed in detail in Chapter x1 (see p. 286), 
to distortions in the price system in the sense of deviations from the 
price relations which would exist in a situation of general economic 
equilibrium. The result of excess demand is that no ‘natural’ cor- 
rectives to distorted price relations arise. In such a situation, con- 
sumers are therefore at the mercy of producers to a much greater 
degree than in a balanced economy. Within far wider margins than 
in a normal economic situation, businesses can sell all they produce 
and dictate the prices without worrying very much about consumer 
preferences. The special demand, investment and cost conditions 
of a suppressed inflation, together with the necessarily very uneven 
application of price control techniques, tend to ‘distort the distor- 
tions’, the results being related to the considered criteria of 
equilibrium in a completely indeterminable way. 

My own view of the possibility of bringing about ‘correct’ price 
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relations by means of controls is that merely to establish this as the 
aim for price policy may easily lead to distorted price relations as we 
have understood the term in this discussion. The role of prices in a 
controlled economy is to a considerable extent to mete out ‘just’ 
incomes and profits at the same time as controls aim at keeping price 
increases to the minimum. The essential function of price in a free 
economy — to induce increased production or imports in certain 
spheres and cause reduced activity in others — must in consequence 
be eliminated or drastically curtailed. Profit differences between 
various branches come to be regarded rather as accidental and 
meaningless symptoms of shortcomings in the control system itself — 
and therefore as far as possible to be removed. 

In Chapter 1, when the conditions influencing economic develop- 
ment during the inter-war pcriod were surveyed (pp. 2-12), and 
in Chapter x when the policy of stabilization at a high level of em- 
ployment was discussed (pp. 245-63), a constant theme was that 
the strategic importance of price and wage relations cannot be 
looked upon merely from the point of view of ‘static equilibrium’. 
The dynamics of economic development imply that ‘gaps’ are con- 
tinually appearing in the price system in the form of profits and profit 
opportunities arising from changes in demand and in cost conditions, 
technical innovations, new conditions for exports and imports, and 
so forth. These ‘gaps’ are filled up by the re-direction of activities by 
businesses and by the investments they make in order to take advan- 
tage of these chances of profit. The growth of real national income 
(i.e. economic progress) consists to a large extent precisely in the 
gains derived from the transfer of factors of production when ad- 
vantage is taken of good opportunities for making profits. But such 
transfers and adjustments to changing prices naturally take time; the 
re-direction of productive resources.is carried out only slowly. It is 
also possible that various elements of monopoly help to prolong the 
process of adjustment still further. Such sluggishness in reaction, 
causing ‘unnecessary’ profits for an ‘unnecessarily’ long time, can to 
a certain extent be interpreted as a necessary condition of bringing 
about a re-deployment of production which is profitable from the 
point of view of general economic efficiency, but usually requiring 
capital and involving risks for the enterprises concerned. The risks 
attached to new initiatives in private economic life require the persist- 
ence of favourable opportunities for profit for a reasonable length of 
time; meanwhile these initiatives cause the ‘gaps’ in the price system 
to be gradually filled up. 

If the dynamics of economic expansion are examined from this 
point of view, a highly effective price control appears dangerous. If 
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price controls really succeed in bringing about an immediate or very 
rapid adjustment of prices to the changed cost conditions, with the 
result that abnormally high profits — or even profit expectations — 
at various points never appear, certainly one criterion of equilibrium 
in the price system would eventually be fulfilled, but the correspond- 
ing adjustment of production and investment would fail to come 
about in due course of time. The increases in production would take 
other directions, determined by the valuation of the price control 
authority and by the shortcomings in the administration of the 
regulations. The other aspect of ‘too effective’ price regulation would 
be, of course, to bring about higher prices by way of compensation in 
those sectors where costs and demand had moved less favourably — 
where in a balanced economy the result might have been losses, 
bankruptcies and reduced activity. 

It has to be pointed out, of course, that price controls do not 
function in this way in Sweden or anywhere else, and that they 
cannot do so. The Swedish price control board is in reality more 
sensible and less effective. But it also follows from this that when 
there are no general inflationary strains, the board has no simple, 
established aim (such as the prevention of a general price rise during 
a short inflationary strain) and price controls thus acquire the obscure 
and indefinable role of determining the ratio between all prices. If 
the static relations supposed to exist in a state of equilibrium are 
rejected as guiding criteria, price regulation will have to operate very 
largely without any sort of yardstick. The interventions then become, 
as was shown in Chapter x1 (p. 292) extremely arbitrary. 


Economic planning and its dependence on the functioning of the price 
system. The indefinite manner of operation of the price system in a 
regulated economy under inflationary pressure creates an interesting 
dilemma for economic policy. The plans which are drawn up to 
determine the direction of economic policy must naturally be based 
to a considerable extent on the valuations determined by the price 
system. Prices are included in the planners’ calculations, though it is 
not known exactly what the prices measure. Even if calculations of 
profitability of the kind regarded here as necessary elements in 
assessments of efficiency do not enter into the considerations, other 
calculations are essential for the planning, however, and these must 
be carried out in order to clarify the effects of the possible alternative 
lines which might be followed. 

A national budget may be taken as an example. This shows on 
the one side the supplies of goods and services which can be counted 
upon during the coming year and on the other the intended disposal 
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of these supplies for the respective purposes of consumption, invest- 
ment, exports and public expenditure. The possibility may be dis- 
cussed, for instance, of reducing consumption by 200 million kronor 
in order to make way for a corresponding increase of exports or 
investments. These 200 million kronor are in that case transferred 
from the consumption item to the export or the investment item in 
the national budget. But it is relevant to ask whether the values which 
are included in the national budget are comparable from the point 
of view of the ultimate aims of the economic policy. The decrease in 
consumption expenditure means, for example, that the earnings of the 
retail and wholesale trade are reduced by a sum of, say 50-75 million 
kronor. It can hardly be suggested that services released from trade 
represented by this amount are during the following year at the 
disposal of, and can be transferred to, exports or building activity. 
The value figures of course refer to a large extent to fixed costs, and 
a re-adjustment of this type can only be thought to occur over the 
long term. In the short term — over a year, which is the perspective 
of a national budget — it may be quite absurd to give the goals of 
economic policy such quantitative precision for the simple reason that 
the relationship between the prices of consumer goods, exports and 
building activity is inadequate to throw light on the question involved. 

The plans contained in the national budgets relate primarily, 
however, to the possible alternative uses of the anticipated additions 
to total production. As my earlier examples demonstrated, the de- 
marcation between variable and fixed costs need not be very trouble- 
some here. A re-allocation of productive resources away from con- 
sumption to investment is accomplished the most easily by allowing 
the composition of imports and exports to be changed; a decrease in 
imports of consumer goods and an increase in imports of investment 
goods (or inverse changes in the composition of exports) can work 
rapidly in the desired direction. Considerable changes in the alloca- 
tion of production within the community can be brought about if for 
some considerable time investment activity is guided into new chan- 
nels. The five-year plan mentioned earlier gives us an example: the 
plan envisaged that investments would take up a greater share of the 
national income and also that their composition would be appreciably 
changed (with a smaller share for industry and a larger share for 
trade and above all for houses and public investments). As shown 
in Chapter 1x considerable changes in the allocation of production 
between private and public needs have in fact come about during the 
period 1950-54. 

1 See Ekonomiskt langtidsprogram (S.0.U., 1951:30), Chapter v, on investment 
activity. 

319 


- BUSINESS CYCLES AND ECONOMIC: POLICY 


The problem here is to inquire how the planning authorities will be 
able to judge the effects on productivity of such changes in the direc- 
tion of production. The fact that, as in the example of agricultural 
policy (see above, footnote 2 on p. 310), there are other good motives 
for wishing to reach the production targets set up in national budgets 
and in five-year plans, should not preclude calculations of the type 
we have been concerned with, which seek, for example, by establish- 
ing the effect on the real national income, to measure gain and loss 
in terms of general efficiency caused by alternative allocations of 
productive resources. The obscurity as to what prices really measure 
in a regulated economy is, however, a substantial difficulty in any 
such attempt. The fact that the significance of prices is so indefinable 
means that the types of statistical measurements which are at the 
basis of the national budget as well as of the import and investment 
plans, are of doubtful value for purposes of economic planning. The 
fundamental comparisons between alternative allocations of the 
productive resources then become misleading within unknown 
margins. Even the actual measurement of the rate of economic ex- 
pansion is in these circumstances very dubious. The real national 
income rose according to available statistics by 4-5 per cent per year 
during the years 1946-50, i.e. at nearly twice the normal rate of 
increase during the inter-war period. This favourable rate of expan- 
sion has sometimes been taken as proof that the economic policy of 
the post-war period — taxes and regulations being thought of in 
particular — cannot have hampered efficiency and enterprise as much 
as the critics of the policy of regulation maintain. Even though the 
particular conditions which were dominant during this period make 
an especially high rate of expansion probable, the measurement of 
the real national income for these years must be more dubious than 
for the inter-war period. When the purpose of prices in a regulated 
economy is to a large extent to see to it that incomes and profits are 
in some sense ‘just’, when price controls cause considerable distor- 
tions to the price mechanism, when the rates of exchange are mal- 
adjusted so that the prices of goods entering into foreign trade do not 
correspond with home market prices, and when the valuation which 
consumers place upon different goods and services is pushed into the 
background, then the figures which are obtained for the rate of 
increase of the real national income cannot easily be made com- 
parable with those of the inter-war period. ; 

However, there are reasons for believing that the average yearly 
increase in total productivity has been significantly higher during the 
post-war period (about 3.5 per cent per year) than in earlier periods 
(about 2 per cent for the inter-war period and 2.5 per cent for the 
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decades before 1914). The fact that economic expansion has not been 
retarded by recessions and depressions and that as a consequence of 
this average gross investment has been kept significantly higher than 
in the earlier periods has created more favourable conditions for 
economic progress. The problem that cannot be solved is how 
much the difference in productivity that appears from the national 
income estimates is overestimated by the increased distortions of 
the price mechanism discussed above. 

What has been said in this section is not intended primarily as a 
criticism of the Swedish system of regulations as it has operated since 
the war. As has been pointed out, the earlier economic policy which 
was based on more general methods also had a long catalogue of 
errors. The opinions expressed above, however, seem to lead to the 
conclusion that the possibility of substantially improving a policy 
of regulation from the points of view discussed here, is limited. The 
same conclusion should hold good for any other form of economic 
policy which involves detailed intervention, including a highly 
discriminative fiscal policy (see Chapter Ix, p. 223) and a monetary 
policy containing a large element of credit rationing. These different 
forms of regulative economic policy should, in my opinion, impose 
substantially greater requirements than the general methods with 
regard to knowledge about indirect repercussions on different parts 
of the economy and as to effects on general economic efficiency. 

The discussion which has been pursued in various sections of this 
book has shown why I consider that these requirements have not 
been fulfilled. Swedish post-war experiences offer striking examples 
of the difficulty of making good forecasts. Large errors seem to be 
inevitable in the forecasts of foreign trade, of the balance of pay- 
ments, of the increase in productivity and of changes in savings and 
stocks (see Chapter vil). There is no reason to hope that the tech- 
niques of forecasting will be substantially improved in the foreseeable 
future. I maintain further that it is only possible to have a good 
system of estimating the effects of the various alternative policy 
measures if a fairly effectively functioning price system is in existence. 
But the effectiveness of the price system is undermined by the regula- 
tion system itself, since the latter is to a large extent designed speci- 
fically to eliminate market reactions which the planners regard as 
blind or disruptive. My preliminary conclusion concerning one of the 
dilemmas of economic regulation may be stated as follows: a 
necessary (but in itself insufficient) prerequisite for a successful policy 
of regulation or a highly discriminative monetary and fiscal policy is 
that equilibrium is first created within the economy by general 
methods. Only under this condition is it possible to discover the 
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valuations set upon different goods and services by consumers and 
producers as these are revealed on markets in which there is com- 
petition and a free price mechanism. The resulting price relations 
then provide a sound basis for drawing up a rational system of 
regulations — at the same time as the need disappears for an inter- 
ventionist economic policy with the aim of achieving general econo- 
mic stability. 


IMPERFECTIONS IN THE PRICE SYSTEM 


The ideal picture of the price system compared with reality. The pre- 
liminary conclusions reached in the foregoing section are based on 
the stated assumptions concerning the functioning of the price sys- 
tem and of the market mechanism in a free economy. The criticism 
of the different kinds of regulative measures has been very greatly 
simplified by means of references to something which comes close to 
an ideal picture of a market economy. This method of criticizing 
governmental interferences with private economic life has always 
been prevalent among political economists, with Adam Smith as the 
outstanding example. This fact does not render the one-sided simpli- 
fications involved in the method any less dangerous. I do consider, 
however, that in this presentation I have indicated some of the weak 
points in a highly discriminative and interventionist economic policy. 
The remaining pages will be devoted to a discussion of the modifica- 
tions to my conclusions which follow from the fact that, even in 
relatively favourable conditions, the functioning of the price system 
in practice is very imperfect. My presentation would be clearly 
unbalanced if I failed to mention various aspects of these imperfec- 
tions. It must be pointed out, however, that in the following few 
pages I have to try to deal with enormous problems which have been 
treated in innumerable volumes in the literature of economics. I am 
limiting myself here, of course, to questions which are of essential 
importance for the particular problems under review in this work. 


Inefficiencies in the price system in certain economic situations. It is a 
matter of general observation that the price mechanism has worked 
quite badly in times of severe strain, whether inflationary or defla- 
tionary. I have been mostly concerned in this book with inflationary 
conditions, in which the price mechanism is distorted by excess 
demand for goods and labour. It must be emphasized, however, that 
similar deficiencies in the operation of the price mechanism are found 
in times of depression, i.e. when there is a demand deficit for goods 
and labour. Prices which are generally too low — an expression of 
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distortions in the relationship between selling prices and costs — 
cause investments to be too low, and lead to a decline in activity. 
In the same way a very uneven fall in prices leads to abnormal price 
relations as the downswing proceeds, the result being, just as during 
an inflation, that the calculations of businessmen lose the kind of 
rationality which was indicated on pp. 313ff. For the very reason that in 
a depression goods and the factors of production no longer appear to 
be scarce, the price system works badly. Price relations become to a 
very great extent the outcome of accidental circumstances of 
monopoly or organizational conditions. 

Since an excessively strong boom or slump both give rise to 
inefficiencies in the price system, it follows that optimum conditions 
for the efficient functioning of a market economy are to be found in 
some intermediate position. It is only too easy then to formulate a 
circular definition of the concept of general economic equilibrium 
which is not of great assistance. 

The essential point is that the experiences of deficiencies in the 
functioning of the price system during the post-war period must be 
considered to have resulted in the main from excess demand and 
over-full employment. In such circumstances, the price elasticities of 
demand and supply at different points in the economy tend to be 
abnormally low; higher prices do not cause more to be offered for 
sale, or at least do so very slowly, while demand, far from being 
scared away, may well be stimulated by fears of even higher prices 
and greater scarcity. The extremely unstable movements of raw 
material prices (including Swedish paper pulp) have been particu- 
larly obvious and can be explained in part by such low short-term 
elasticities. The high degree of employment and the low elasticities of 
price have meant that disturbances which would normally lead to 
adjustments via changes in price relations have instead released 
general increases in prices and costs. 

A lower degree of employment than that which on the average 
existed during the years 1946-51 may thus be regarded as a necessary 
precondition for an effectively functioning price system. Certain 
conclusions were drawn in Chapter x from the experiences of full 
employment since the war and these need not be repeated (see pp. 
245ff). The demand for a very ‘high degree of full employment’, 
necessitating, inter alia, an interventionist and highly discriminative 
fiscal policy, has to be weighed against the need for an effectively 
functioning price system within a relatively free market economy. It 
is in the last resort of course a question of political outlook and the 
purely economic considerations are of limited importance. But before 
this final stage is reached, the discussion can be given more fuel 
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through an examination of the problem of how effectively the price 
system can be thought to work in conditions approaching general 
economic equilibrium. 

Even when there is neither a pronounced boom nor slump, severe 
strains may arise at different points. The risk always exists that the 
price system will function badly whenever there are large deviations 
from the ‘normal’. If there is an increase in the price of a commodity, 
the supply of which has for various reasons come to be seriously 
reduced, this increase in price does not always lead towards a new 
position of equilibrium. The price increase may by contrast induce 
people to speculate on its continuance, thus creating a greater de- 
mand for stocks. Such speculation would thus tend to exaggerate 
the actual scarcity but is likely to be followed by an exaggeration in 
the opposite direction and a large fall in price. Such instability in the 
price system may be said to be typical of all situations in which there 
are large deviations from the normal experiences of businessmen. 
The price system functions best when the disturbances are relatively 
small and the changes gradual, since adjustment can then occur by 
stages towards new positions of equilibrium. When the disturbances 
are more severe — including those caused by violent upheavals in 
economic policy — difficult problems arise of the influence of price 
changes on expectations; an excessive initial price rise may in such 
cases be more effective in creating a new equilibrium than increases 
introduced by more gradual stages. 


The example of flexible exchange rates. Changes in the exchange rate 
may be taken up for discussion as an interesting example of the 
difficulties of judging the effectiveness of the price mechanism. As 
was shown in the first part of the book, the largest disturbances to the 
Swedish economy have been caused by foreign trade fluctuations. 
In the light of the experiences of the period 1920-54, it does not 
seem to be possible to establish fixed rates of exchange either during 
the course of the cyclical fluctuations in international trade or in the 
long term, if one wishes to create favourable conditions both for 
a stable internal value of money and for high and even employment. 
Some flexibility in exchange rates seems to be necessary in order 
to make the price system function effectively within the country. 
One implication of this is that every attempt should be made to 
avoid having to meet the more severe strains through measures of 
regulation (e.g. import controls) or of highly discriminative fiscal . 
measures. 

The problem is relatively simple if the whole of the internal price 
and cost structure comes to be seriously maladapted in relation to 
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the situation abroad. In those circumstances, a free price system 
within the country cannot function at all without large inflationary 
or deflationary strains. As was shown by the experiences after the 
devaluation of 1931 (see Chapter m1), considerable price elasticity 
does exist in the long term with regard to imports and exports. This 
speaks for the relatively high effectiveness of flexible rates of ex- 
change, though obviously under the assumption that economic policy 
prevents the emergence for other reasons of a general inflationary or 
deflationary development. The course of events after the appreciation 
of the krona in 1920-22, after the appreciation of 1946 and after the 
1949 devaluation is in each instance a warning example of what may 
happen following large changes in the rates of exchange when the 
economic policy is otherwise badly conceived. 

An essential aspect of exchange rate policy is that it best achieves 
its aim when it is to some extent active and anticipatory. When, for 
example, there already is strong speculation in the chances of an 
approaching exchange crisis, then either there must be a more radical 
devaluation than would appear necessary for the long term, or regu- 
lations will have to be introduced. To what extent some degree of 
flexibility in the rates of exchange is to be considered necessary from 
these points of view depends to a large extent on how great and 
difficult the international trade fluctuations turn out to be. If in the 
future a substantially higher degree of international co-ordination is 
reached in economic policy than has been realized either between the 
wars or so far since 1945, the need for flexible rates of exchange as a 
means of getting the internal price system to function in a satisfac- 
tory manner will be correspondingly decreased. This presupposes also 
that the high inflation potential of the Swedish economy is brought 
under control along the lines which were sketched out in Chapter x. 


Private interferences with the price system. In this imperfect world the 
price system is, and always will be, subject to serious ‘manipulations’ 
of one sort or another either through private or state interferences. 
The private regulation of prices, production and sales by means of 
monopoly and cartel agreements, etc., may be regarded in principle 
as just as ‘disturbing’ and ‘distorting’ as state regulations. The same 
is true of inappropriately adjusted wage relations which may be the 
result of existing monopoly conditions on the labour market. It may 
be assumed that if different wages are paid for the same work this 
will lead to distorted price relations and thus tend in various ways to 
bring about a sub-optimal use of productive resources. 

It is evident that a degree of general economic balance is not alone 
a sufficient precondition for the existence of a properly functioning 
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general price system. Other conditions are also needed to create a 
‘spirit of competition’ in the economic life. It is one of the apparent 
contradictions of economic reality that the vitality of enterprise and 
the urge to take fresh initiative, factors on which the expansive and 
competitive powers of economic life largely depend, also evoke a 
- need for protection against what Schumpeter called ‘creative des- 
truction’.' Competition between enterprises in an expanding 
economy does not of course merely take the form of price competi- 
tion; the most ‘dynamic’ entrepreneurs endeavour also to conquer 
new and ‘destroy’ old markets by creating new needs and introducing 
new goods. The very vitality of these entrepreneurs leads them on to 
attempts to protect their favourable (from the point of view of profits) 
‘quasi-monopolistic positions’ which innovations of different kinds 
have given them, by hindering, through patents, control of raw 
materials and new establishments, etc., the attempts of their rivals to 
copy them. The concepts of competition and monopoly here merge 
perceptibly into one another. From the dynamic point of view, the 
working of competition very largely consists in entrepreneurs 
creating temporary monopolistic positions for themselves, thus 
making ‘gaps’ in the price system, whereupon these positions are, 
despite the precautions taken, ultimately demolished by degrees as 
competition is built up by ‘imitating’ firms. 

With such a picture of competition under dynamic conditions, it is 
not easy — except for flagrant cases —with the help of simple 
statistical criteria to distinguish which actions are and which are not 
‘hostile to competition’. A series of other complications which have 
been brought to light in detail in the course of the discussions in 
recent years about the need for state control over the limitations to 
competition have contributed to the fact that legislation can be 
expected to achieve only very limited results. In addition to the con- 
ditions already mentioned, the following factors are, as I see the situa- 
tion, in the long run decisive for the maintenance of a properly 
functioning market price system. 

From the picture given above and illustrated in detail in Chapter 
x (especially pp. 258-61) of the character of competition under 
dynamic conditions, it follows that all measures which increase the 
mobility of labour and of the other factors of production must be of 
great importance. These measures include generous financial assist- 
ance for re-training and towards costs of removal to be given to 
workers who fall unemployed, and secondly, as an essential pre- 


1 J. Schumpeter, Capitalism, Socialism and Democracy (3rd edn., London, 1950). 
Similar problems were discussed from another starting-point in Chapter 1 (pp. 
17ff ) when the expansive conditions of the 1920s and 1930s were discussed. 
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condition, the creation of a large enough housing reserve in different 
parts of the country. Further, a sufficient supply of risk capital from 
outside business is an important pre-requisite to ensure that new 
enterprises will be initiated so that monopolistic positions may be 
demolished more quickly. Finally, better information, especially 
among consumers, concerning the quality and serviceability of goods 
and alternative possibilities of purchase, etc., is essential if the 
fundamental criterion of a properly functioning price system is to be 
brought into existence, i.e. that consumers’ preferences make them- 
selves valid. It may not be reasonable to use static conceptions of 
consumers’ preferences to any large extent (in the form of indiffer- 
ence curves such as those drawn by the ‘welfare economists’). It is 
certainly an essential task of the entrepreneur to produce new com- 
modities and to create new needs. The new needs have to a large 
extent been created through the initiative of ‘dynamic’ entrepre- 
neurs. But when the consumers’ scales of demands are also ‘made 
dynamic’, a whole series of questions arise concerning the possibili- 
ties of advertising and the obvious dangers of its abuse that are not 
easily answerable. In the light of these problems it would seem that 
an improvement in the availability of unbiased information for 
consumers (as provided by the state in Sweden or by consumer 
advice services in the U.S.A.) should provide one of the best safe- 
guards against the dangers arising from the dominance of a few 
producers within one branch of the economy. 


State interferences with prices and incomes. As was described in detail 
in Chapter 1x, the revenue and expenditure policies of central and 
municipal governments involve a large scale redirection of produc- 
tive resources from private to public purposes. Even if the regulations 
of the post-war period are disregarded, these policies normally have a 
considerable influence upon the distribution of incomes, on the price 
system and on freedom of consumer choice. They certainly imply a 
considerable ‘disturbance’ to the static welfare criteria discussed 
above. 

One aspect of the reasoning appears as follows. High marginal 
taxation means that in choosing between more work and more 
leisure a person retains substantially less of his wages for an extra 
hour’s work than corresponds to his net contribution to the national 
income and he therefore tends to work a number of hours below the 
optimum from the viewpoint of general economic efficiency. If the 
net wage of workers had corresponded to the value of the extra con- 
tribution to the national product, it is probable that more work would 
be done. High direct marginal taxes similarly tend to cause the size 
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of individual saving to be weighted under mistaken premises, the 
probable result being that savings also are below optimum. By the 
same kind of reasoning, it may be supposed that indirect taxes and 
customs dues cause an inoptimal apportionment of consumption and - 
thereby also of productive resources. 

Observations of this kind do not take us very far, however, to- 
wards establishing the effects of taxation on productivity. It has also 
to be borne in mind, of course, that direct taxes are intended to bring 
about a redistribution of income which the majority of citizens regard 
as desirable in order to create a more equitable and uniform distribu- 
tion. The increase in public consumption which the taxes make 
possible will also have to be included in the calculation. 

For the purposes of this discussion, it will be sufficient to investi- 
gate, along the lines indicated in Chapter Ix, the effects of changes in 
government income and expenditure upon business conditions and 
upon prices within the private sector of the economy. It may be 
mentioned in passing, however, that the fact that the public sphere is 
to a large extent removed from connection with the price mechanism 
as it operates in the private sphere causes difficult problems in the 
analysis of the national budget and national income. The valuation 
of public contributions for this reason has to be made according to 
special principles which deviate from those of the market. This 
means, inter alia, that the concepts ‘transfer profits and losses’ 
become extremely vague in estimates of the effects on the national 
income of the expansion of the public sector in the Swedish 
economy. 

Of particular relevance to the problems of the functioning of the 
price system is the use by the government of the price instrument for 
the attainment of certain objects concerned with income distribution 
and social policy. The obvious examples are agricultural and housing 
policies. These are very great problems which have been men- 
tioned only briefly in this work; they are now referred to merely as 
illustrations of ‘intentional distortions’ of price relations. In these 
cases, the principal function of price is certainly not the creation of 
equilibrium on the market. 

The fixing of the prices of agricultural products has been primarily 
intended to provide agriculturalists with ‘reasonable’ incomes. 


* This question is dealt with by Ingvar Ohlsson in On National Accounting. 
The very rapid expansion of public in relation to private expenditure since 1945. 
(see Table xvm, p. 188) is an important reason for the uncertainty which sur- 
rounds national income figures as indicators of economic growth. 

* See quotation concerning the directives for agricultural policy in Chapter x, 
footnote on p. 238. 
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During and immediately after the war, prices were kept below the 
position of equilibrium and consumption was restricted through 
rationing; the high prices on the world market were prevented from 
breaking through into Sweden. Later, protection against imports of 
cheap food products has kept the Swedish price level above the world 
market level. The agricultural price policy motivated by social and 
political objects easily comes into conflict with the demand for a 
better allocation of productive resources which, at least in the 
long run, would follow from price relations determined by a more 
freely operating market. This conflict has become very evident when 
the relatively high prices for Swedish products has caused such a 
large increase in the production of grains and butter that an export- 
able surplus has been created. 

So far as housing policy is concerned, the distortion of price 
relations is rather the opposite. By means of rent controls and sub- 
sidies of different kinds, the general level of rents is kept low in rela- 
tion to consumers’ incomes so that the wage-earning section of 
the population is able to have a substantially improved standard of 
housing. Here the government’s price policy directs consumption 
rather than re-distributes incomes. An intentional ‘distortion’ of 
the price system is introduced in order to reach an aim of social 
policy. The discussion of housing policy has been largely concerned 
with the lack of housing to which this ‘distortion’ in the price system 
has contributed. The comparison made in Chapter II (pp. 44-6) with 
developments after the First World War is instructive here. Rents 
were then allowed to rise freely. In fact they rose much more quickly 
than wages and other prices with the result that a reserve of houses 


1 This conflict between the objects of agricultural policy determined by con- 
siderations of general economic efficiency on the one hand and political exped- 
iency on the other is analysed in detail in Odhner’s work. The following quota- 
tion illustrates the dilemma: “The socio-economic aims and the aims of price policy 
in the welfare state must of necessity come to be opposed to each other. Jf prices 
are to stimulate desirable changes and desirable risk-taking, they obviously cannot 
at the same time be a means of creating economic security for those who cannot 
or do not wish to co-operate towards these changes or to take these risks. Jf the 
price system, by giving advantages to those who understand best how to adapt 
their production according to the existing conditions, is to induce a correct eco- 
nomic use of available productive factors, it obviously cannot at the same time be 
arranged in such a way that those who for technical, economic or personal reasons 
cannot carry out this adjustment and are therefore in need of social support, 
receive this support through the prices of the products they sell’ (op. cit., p. 213). 

It should be added that important changes in the system of determining agri- 
cultural prices have been put forward in the government Proposition No. 198, May 
1955. One of the intentions is to reduce the automatic character of price deter- 
mination and within certain margins determined by protective tariffs to allow 
home prices to be influenced by price changes on the international markets. 
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came into existence. This was bad social policy; Sweden had a con- 
cealed shortage of housing (people with large families sometimes 
lacked the means to live in houses fit for human habitation and much 
over-crowding resulted) instead of the open shortage (the long ~ 
queues) of the years since 1945. Theoretical reasoning, as well as this 
empirical evidence, suggests that there is quite considerable elasticity 
in the demand for dwellings with regard to rents, in particular in the 
longer term. The relatively low level of rents thus without doubt 
helped to perpetuate the housing shortage and to prevent the creation 
of a housing reserve which is not only necessary if people are to find 
the right house at the right time and in the right place (all of which 
should be included in the ‘welfare functions’ of a community), but 
which is also a necessary condition for the desired mobility on the 
labour market. 

Both Swedish agricultural and housing policy thus give examples 
of social policy which with quite general methods —i.e. through guid- 
ing general price formation — seeks to influence the distribution of 
income and the direction of consumption, yet by these very means 
contributes to an inoptimal allocation of the community’s produc- 
tive resources. To apply the criterion of general economic efficiency 
outlined above, it would then appear desirable to give social policy 
the form of regulative measures which intervene specifically at those 
points where support is needed, while economic policy aiming at 
general stability by contrast should be as general as possible. 

The foregoing discussion has shown that the indications of the 
price system should in no way be regarded as sacrosanct. The price 
system may record quite ‘incorrectly’ for a number of different 
reasons. Not least, the priorities decided upon by the state may 
diverge from those of the market, as earlier examples have shown. — 
With regard to the directing of investment activity in particular, there 
are good reasons for rejecting the decisions of the price system in 
special cases. The concept of general economic efficiency was linked 
earlier to the concept of national income (see p. 310). But the returns 
of public investments cannot always be estimated in money. Road 
investments provide a good example. The reduction in the costs of 
car repairs, petrol consumption, etc., brought about by improve- 
ments in roads do not find expression through the price system nor 
are they revealed by a calculation of profitability of the type dis- 
cussed here. Rent restriction provides another example, causing 
‘artificially’ low returns on housing investments. In such cases there. 
are specific reasons why the state should — alongside an otherwise 
free capital market — earmark savings for such investment purposes 
by one method or another. If the capital market is directed to the 
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advantage of investment in public and general utilities, every case will 
have to be judged on its individual merits. The real cost of a sub- 
stantial increase in investments of this sort must be judged with 
reference to the relative decrease in the supply of goods from the 
private sector of the economy (as well as to the moderating effects 
on the rate of expansion that may in the long run follow from such a 
re-direction of investment). 


Interest rates and the capital market. The final task is to examine the 
functioning of the price system and the market mechanism in one 
highly strategic area, that of the capital market. In Chapter vm we 
discussed the equilibrating functions of the interest rate in a theoreti- 
cal model and some practical applications of this to economic policy. 
Some general reflections only will be made here on the connection 
between that discussion and the different problems raised in this 
chapter. 

The capital market cannot be described as a free market with an 
effectively functioning price (i.e. interest rates) in the sense that this 
concept has been used in the foregoing account of the price mechan- 
ism. The interest rate functions only to a very limited extent as an 
equilibrium price. Even in more normal situations than those ex- 
perienced since the war, not all potential borrowers who were pre- 
pared to pay the current rate of interest obtained the credit they 
considered they needed. As was pointed out in Chapter vi, the 
private banks have always exercised a considerable measure of 
interest control and credit rationing; no effective ‘price competition’ 
has existed. But the degree of regulation and control over the credit 
market imposed by the private banks and other institutions has 
varied with the circumstances, and these have been determined to a 
great extent by the monetary policy of the government, i.e. by the 
forms of the Riksbank’s interventions on the money and capital 
markets. 

The fact that the interest level has been controlled by the govern- 
ment during most of the post-war period has obviously lowered the 
viability of the capital market from the points of view put forward 
above. One can speak of a ‘distortion’ of the level of interest rates, 
with excessively low rates of interest in relation to the imaginary 
position in a condition of general economic equilibrium (see Chapter 
vi, p. 133). From this point of view, the lack of balance between 
savings and investments from 1945 to 1952 found expression in the 
creation of credit (in the last resort by the Riksbank) and from 1952 
in a substantial tightening of the rationing of credit. But the picture 
of a position of equilibrium is in this case certainly not so ‘simple’ as 
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in the other examples considered when we were concerned with too 
‘low’ rents and too ‘high’ agricultural prices. 

As in other sectors of the private economy, workable competition 
can occur even on the credit and capital markets, despite the imper- ~ 
fections of those markets. People who want loans compete vigor- 
ously for the amount of credit available at the same time as the credit 
institutions compete for the customers. The possibilities of profit and 
risks involved in large numbers of investment projects are investi- 
gated and considered by numerous well-informed and experienced 
persons in the commercial banks and in other quarters. The very 
circumstance that numerous experts compare large numbers of 
applications for credit, sift them and select the best from the point of 
view of profit and safety, is a very adequate guarantee that the savings 
which are re-distributed by the capital market will be placed ina way 
which is profitable in the sense of increasing general economic 
efficiency. Obviously, this conclusion is true only to the extent that 
the estimates of the probable profits and development prospects of the 
various investment alternatives which are examined by the credit 
institutions are based on correctly adjusted price relations, i.e. that 
the price system and the markets are broadly functioning in accord- 
ance with the principles discussed earlier. My own view is that there 
is no more reason to deny the possibility that the credit and capital 
markets may function in a reasonable way than to do so with regard 
to the markets for goods and services. There is an obvious mutual 
interdependence. If the capital and credit markets are functioning 
badly, then the same is also true of the whole price system, whether 
there is inflation or deflation. And if the price system is functioning 
badly, e.g. creating excessive profits in large areas of industry, then 
the firms in question become self-financing in their investments to a 
greater degree than they would otherwise be. This may easily cause a 
mal-distribution of savings and make the credit market generally 
inefficient (see Chapter m1, pp. 76-9). 

Here, as elsewhere, the question is in the last analysis one of degree, 
and it is very difficult to pass final judgment. There is reason to 
believe that the more rigid the credit market is and the greater the 
element of monopolistic or state credit regulation and rationing, the 
worse the capital market functions from the viewpoint of the most 
productive allocation of savings to different investment projects. A 
central state-directed rationing of credit takes on very much the same 
character as the physical regulation of investment activity. Con- 
siderations of profitability, i.e. the indications of the price system, are 
thrust aside in favour of the ideas of priority of the regulating 
authorities, at the same time as the price relations are distorted. A 
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greater degree of decentralization which leaves it to banks and other 
credit institutions to distribute the credits to different enterprises 
within the general framework established by the Riksbank for 
different purposes, is less risky from this point of view, since it is then 
possible to pay greater attention to the indications of the price 
system. The central regulation of credit may, however, have distorted 
the price system in such a way that the profit calculations are mis- 
leading. In any estimate of the effects of a regulation of the credit 
market of the type tried in Sweden since 1952, great importance must 
be attached to the danger that such regulation may place new firms 
in a difficult position and discourage new initiative. In any routine 
method of private or state regulation, old customers will tend to be 
favoured; if so, monopoly elements in the price system will be 
strengthened and the need for price control correspondingly in- 
creased. 

The conclusion of the argument is that money and credit market 
policies should use methods which are as general as possible — the 
aim being to bring about through the many different institutions of 
the capital market a decentralized distribution of credit. There will 
then be a mutual adjustment between the credit and the commodity 
markets. From this it follows that interest rates should be flexible 
not so much so that they function like any other price but in order 
to establish the requisite freedom of movement on the credit and 
capital markets. It should be emphasized here that in an economy 
that is kept in balance, higher interest rates will not have the effect of 
forcing up prices. The reduced pressure of demand should on the 
contrary rather create a tendency for price reductions; the main effect 
may be to induce certain changes in price relations, stimulating con- 
sumption and discouraging investment especially of the longer 
term type. The reasons why a raising of the interest rate may have 
quite different effects in a regulated economy under inflationary 
pressure were discussed in detail in Chapter vi (see especially pp. 
135ff). 

This discussion is not merely concerned with the use of savings, 
however. A question intimately connected with it, and of equal 
importance, concerns the size and origin of the savings. How savings 
are divided amongst the three main sources — governmental, busi- 
ness and private — is, as was shown in Chapter x, a central problem 
of economic growth and at the same time creates difficult problems 
of assessment in determining economic policy. Relatively large 
business savings derived from high profits in conditions of full 
employment evoke wage inflation. If these profits are transformed 
into a large state budget surplus by means of an active and 


Z 333 


BUSINESS CYCLES AND ECONOMIC POLICY 


discriminative fiscal policy (see Chapter 1x, pp. 223-9), ‘distortions’ 
are brought about in the price system (besides those caused by 
inflationary profits in the private sector of the economy), at the 
same time as the government’s power over the capital market is 
strengthened. In the light of what has been said earlier in this chapter, 
consideration must also be taken of the possibility that the concentra- 
tion of a high proportion of savings in the hands of the state and 
existing businesses will probably entail a smaller supply of the sort 
of risk-capital likely to provide opportunities for new firms to 
enter into effective competition and thereby demolish the monopoly 
positions. 

While it is easy therefore to find good reasons for pursuing an 
economic policy designed to limit to a moderate amount the savings 
both of the state and of private firms, the difficult problem still 
remains whether, with the maintenance of a stable price level, total 
savings will be adequate to provide enough scope for a satisfactorily 
high investment activity. Obviously, there is no particular reason 
a priori why a substantial reduction of business savings in the years 
at the height of a boom would be offset by a compensatory increase of 
private savings. The question may well be raised whether Sweden 
really needs to save such a high proportion of the national income as 
has been done since the end of the war. The compilers of the recent 
five-year plan argued in favour of raising the total savings quota, but 
this view was based on their own priority valuations concerning large, 
neglected investment needs in the public sector. Available welfare 
criteria certainly give no guidance for any attempt to deduce from 
the voluntary propensity to save of income receivers an optimal 
investment quota or a ‘desired rate of economic progress’ from the 
point of view of the general public. On this point of central impor- 
tance to economic policy, there is in the last resort no other criterion 
of ‘distortion’ than that the price level or total employment is 
changed in an undesirable way. 

On a most vital point it is impossible to avoid state control, i.e. 
over the total supply of central bank credit and the means of payment. 
Too little control in this respect contributed to the inflation of the 
years after 1945 while too strict control gave rise to the post-1918 
deflation. This presents what is probably one of the most difficuit, 
delicate and at the same time most central tasks of control. Econo- 
mists have taken enormous interest in these problems, as was shown 
in Chapters v and v1. It will only be stated here that old concepts of 
harmony arising from a constant amount of money or from the 
condition that the state might not borrow from the Riksbank are com- 
pletely inadequate. Nor can a certain credit development on the part 
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of the commercial banks be taken as a criterion of a correct monetary 
policy, and therefore be assumed to be conducive to the desired 
economic balance. In an expanding economy with increasing volun- 
tary savings, it is quite reasonable for an expansion of credit by the 
banks to occur and for the Riksbank to increase its assets, whether in 
foreign exchange or in government bonds. These developments need 
not imply inflation if the price level can be kept stable without the 
imposition of regulations. Again, in a difficult exchange situation, 
consideration of the narrow ‘international space’ may dictate a restric- 
tive credit policy on the part of the Riksbank, increasing the over- 
crowding on the capital market and aggravating the scarcity of 
savings, at the same time as the level of employment is tending to 
fall. This simply brings us back to the question of the central aims 
of economic policy and the need to weigh one aim against another. 
The Riksbank must in the last resort estimate the effects of its policy 
in the light of the development of prices, employment and foreign 
exchange reserves. 


Concluding remarks. This examination of the operation of the price 
system and the market mechanisms in various spheres has indicated 
a number of ‘imperfections’. How, in the end, one weighs these 
against the ‘imperfections’ of a policy of regulation is a matter for 
personal judgment in which there is a great deal of room for political 
differences of opinion. Neither theoretical analysis nor empirical 
study can give final answers. 

My own personal views should have emerged clearly enough from 
the manner in which I have presented the evaluations contained in this 
chapter on which my conclusions are founded. On the assumption that 
the world around us is no less reasonable than it was, for example, dur- 
ing the years 1952-54, I consider that it is desirable and possible with 
general methods — primarily measures of monetary policy supple- 
mented by appropriate fiscal measures and by rates of exchange 
which in the long term are flexible — to create conditions in which a 
free price system will function satisfactorily. A necessary condition of 
this — and of stability in the value of money — is some renunciation 
with regard to the ‘degree’ of full employment. Obviously this does 
not mean that I am advocating a return to a condition of per- 
manently high unemployment such as existed even in the booms of the 
inter-war period. As suggested in Chapter x, the degree of full 
employment reached in 1952-53 might be an appropriate level. My 
belief in the desirability of relying on a properly functioning market 
economy to the greatest possible extent does, of course, not preclude 
acceptance of the need for governmental intervention at different 
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points and for different purposes. The view that I have maintained in 
this work is that the purposes for specific interventions and regula- 
tions must be examined in each and every case and that the creation 
of general economic stability by means of such discriminating policy 
measures can as a rule be rejected as an appropriate motive. 

The ultimately decisive reason for my view that it is important 
to endeavour to find ways and means of founding the economy to the 
greatest possible extent on a decentralized market economy, is 
political and not economic. Regulations and other forms of highly 
interventionist economic policy involve a concentration of power 
which, I believe, should be avoided to the greatest possible extent, not 
least because it tends to grow of itself. Legal insecurity is an inevit- 
able result of this type of economic policy, since the interventions 
must be based to a large extent on quick administrative decisions. 
I am at this point entering a province containing many complex 
problems which lie outside the limits of this book as well as outside 
my own competence. I would like to conclude with the following 
declaration, which follows directly from Adam Smith’s view of 
people and society.’ , 

The problem is to find such forms for our economic system that we 
do not become heavily dependent on having a small number of very 
outstanding people — politicians, administrators and economic 
experts — at the top and that we do not count on what first-class 
leaders could possibly accomplish when they are themselves at their 
very best and when conditions are the most favourable imaginable. 
It is a sign of greater wisdom and human understanding — such as 
Adam Smith possessed —if on the contrary we seek to find such 
forms for our economic life in society that each human being by 
himself, with all his failings accepted and acknowledged, has as little 
opportunity for doing harm as it is possible to devise. The system 


1 For a stimulating discussion of these large problems refer to Ivar Sundbom, 
Politisk makt och ekonomiska lagar (Stockholm, 1952). 

* The following is a well-known passage from The Wealth of Nations, Book 
IV, Chap. m (p. 421, Cannan edition): ‘... by directing that industry in such a 
manner as-its produce may be of the greatest value, he intends only his own gain, 
and he is in this, as in many other cases, led by an invisible hand to promote an 
end which was no part of his intention. Nor is it always the worse for the society 
that it was no part of it. By pursuing his own interest he frequently promotes that 
of the society more effectually than when he really intends to promote it.” — ‘The 
statesman, who should attempt to direct private people in what manner they ought 
to employ their capitals, would not only load himself with a most unnecessary 
attention, but assume an authority which could safely be trusted, not only to no 
single person, but to no council or senate whatever, and which would nowhere be 
so dangerous as in the hands of a man who had folly and presumption enough to 
fancy himself fit to exercise it.’ 
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should, in other words, be such that bad politicians, bad adminis- 
trators, bad economists and bad business men, all of whom are 
always among us, have the least possible chance of doing harm. 
An economy based largely on a highly decentralized market economy 
with a fairly freely functioning price system meets these require- 
ments to a greater extent than any other system. General economic 
policy sets no such unreasonably large claims on the management of 
the Riksbank and the Finance Department, if these institutions 
refrain from assuming unnecessary tasks which involve strongly dis- 
criminative interventions and the accompanying scope for power. 
The economic welfare of private individuals, and the success and 
progress of economic activity in all sectors of the economy will 
not be directly dependent on administrative measures so long as the 
prime rule of economic policy is that it should grope forward by 
means of methods which are as general as possible. All this should 
mean, in my view, that economic controls and specific interventions 
should be used for purposes of stabilizing general economic develop- 
ment only in the last resort in difficult crises of the type discussed 
earlier, but that their use should not be reckoned with all the time. 
Among the advantages of the highly decentralized market economy is 
the fact that it does not allow too much room for the exercise of 
private and public monopolistic power and arbitrary administrative 
decisions in economic life. Competition should always offer so many 
alternatives to the consumers that the risk of abuse of power remains 
small. The anonymity of the market, the automatic workings of the 
price system and the driving force of competition are means of 
achieving not only a rational use of productive resources and rapid 
economic progress but also a minute sub-division of economic de- 
cisions and a decentralization of power such as we wish to have in a 
true democracy. 
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